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Accounting — A Tool for Managers 
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McKinsey & Company Management Consultants, New York, New York 


As this article well illustrates, the industrial accountant’s concern 
is with the future of bis company. Future business transactions flow 
out of the impetus of the past through the present situation, modi- 
fied by the impact of new conditions without and within. It is to 
this future that the industrial accountant brings the records, analysis 
and interpretations which he with others molds into such instru- 
ments as standards, budgets and forecasts for better management of 
the enterprise. The character, development and place of these tools 
is the central theme of the present author. 


H’” CAN MANAGEMENT ENTHUSIASM for accounting services be obtained? 

To answer this question, we must investigate the meaning of management, 
itself, and consider the design and use of an accounting system which will be 
a ptactical tool for managers of differing interests. Management is the activity 
of men who manage, that is, who carry on a continuous planning and control 
activity. The measure of success is always the same, profit. The manager is re- 
sponsible for guiding the business in such a way that an optimum return on 
investment is realized. In making his decisions, he will normally go through 
five stages, and at all of them accounting information should provide help in 
arriving at choices which will generate profit for the company. These stages are 
as follows: 


1, Imagining the future. 4. pe | people responsible for ac- 
2. Deciding among alternative courses complishment of plans. 
of action. 5. Evaluating results against plans. 


3. Stating decisions as clear, coordinated 
plans. 
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What do these five stages or points at which decisions take successively more 
developed form tell us about the kind of accounting services which will assist 
managers to make decisions? Translated into characteristics of the accounting 
system, they set fundamental requirements for the services to be provided. These 
may be grouped under four headings: 


I. The consensus base of the accounting 3. General structure of the m in 
order to utilize advanced niques, 


system. 
. incorporated in the 4. Economics of the system. 
m. 


Accounting System Should Constitute Common Ground 


Consensus is mutual agreement. To be most useful the accounting sys- 
tem must rest on the common understanding of everyone in the company. Such 
common understanding should cover a wide range of items. For instance, stand- 
ard data should state facts to which everyone should be able to point and say, 
“Yes, that is so.” Or again, the existence of direct costing techniques should 


_ be justified by the active use of those techniques by operating as well as account- 


ing managers. The establishment of common understanding is basic to the pro- 
vision of services useful to managers because the administrative process requires 
communication among managers, between managers and lower levels of super- 
vision, and, in fact, communication to and from every position in a company's 
plan of organization. Consensus for this sort does not just happen. It has to be 
actively sought and actively brought into the accounting system. 

It is evidence that the consensus basis has been achieved when managers ac- 
cept the accounting system as a useful planning and control tool. In this happy 
situation, the imagined future is clearly portrayed to all concerned so that theit 
judgments may be useful. Alternative plans for capitalizing on the future are 
offered in terms which are as far from vague as possible. The plan finally chosen 
is spelled out in a way that operating men can understand. Finally, for control 
of the plan, the performance of operating executives is measured and reported 
in language in which the same word means the same thing to everyone. Con- 
sensus, it will be seen, is an extremely practical and necessary ingredient of 4 
good accounting system. 


Three Fundamentals Essential to Maximum Usefulness of the System 


If the consensus base of the company’s accounting is well established, there 
are three further basic concepts, with their related techniques, which can then 
be usefully built into the manager's accounting tools. These are standards, the 
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differentiation between fixed and variable costs, and the systematic coordination 
of all profit factors. These are not the only concepts on which an accounting 
system should be structured and others will be noted. However, they are basic 
in meeting managerial needs and are considered here first. 

Standards are yardsticks to use in stating plans and in measuring accomplish- 
ment. A budget, which is a form of standard, is basically a clear command in 
quantitative terms to the organization, stating what results are expected and 
within what cost limits management expects results to be accomplished. Budgets 
and standards are equally valuable in helping managers to hold people respon- 
sible for acomplishment against plan. Without them, it is difficult to assign 
responsibility for results and especially difficult to measure and analyze results 
against plan. 

A second basic concept for incorporation in the accounting system to make it 
useful for managers is that of fixed and variable costs. This approach assumes 
that the best basis for dealing with costs is to recognize the ways in which costs 
behave. We know that we should relate costs to the amount of work done or 
to the results achieved in the line activities of manufacturing and distribution 
and in the staff activities serving them. In relating costs to work done, we can 
distinguish variable fixed, and semivariable or step-fixed costs. An instance of 
variable cost is the cost of material in a product, directly related to the number 
of product units made. If the number of product units doubles, the amount and 
cost of material used should double. An instance of a fixed cost is the salary of 
a factory superintendent, which remains unchanged regardless of the volume 
of production. As an example of step-fixed costs we may think of shift super- 
vision in a plant. In moving from one-shift to two-shift operation, the additional 
supervision represents a step-up in fixed costs only partly related to the volume 
of production. As an example of semivariable costs, we may think of the effect 
of boiler efficiencies in the production of steam, with steam costing increasingly 
less per thousand pounds of steam to the point of maximum efficiency. 

Making estimates about the relative amount of flexibility maintained, and the 
relative amount of fixed commitments undertaken is a fundamental managerial 
responsibility. In practice, wise selection of a program requires proving out a 
relatively large number of alternate courses of action in terms of fixed and 
variable costs and incomes in order to see which one promises the best profit 
return. This generally involves looking at different volumes of different products 
at different prices and different costs, and estimating profits. Under an actual 
cost system, such a job staggers the imagination, nor is it much easier under a 
standard cost system through which one cannot distinguish fixed from variable 
costs. However, such work becomes much more manageable by use of fixed- 
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variable costing techniques. Fixed-variable costing may be useful also in making 
organizational responsibility clear. It is helpful for each supervisor to know 
that he is authorized to incur certain costs as fixed costs regardless of his actual 
volume of output and that he is not responsible for volume variances. It is 
equally helpful for him to know in advance the costs for which he will be held 
responsible on a variable-cost basis, because he has agreed that he can control 
them (or spotlight them for control) on a short-term basis. 

The third basic concept of a truly serviceable accounting system to be given at- 
tention here is the concept the systematic coordination of all profit factors. Only 
through the accounting system can the profit implications of any action be spelled 
out on a sound basis. This does not mean that every piece of operating informa- 
tion has to be forced to jump through all of the hoops of a formal accounting 
system. However, it does mean that no manager should make a major decision 
affecting the future course of the business until he has seen a profit and loss 
statement and a balance sheet projected on the basis of his tentative decision. 
And once decision has been made, the accounting system, if it measures up, pro- 
vides through budgetary control for coordination in dollar terms of the different 
parts and functions of the organization. A comprehensive budget ties in the 
costs of all operations with the work to be performed and with the profit results 
to be obtained. It ensures that no important part of operations has been over- 
looked in planning results and that no part of the operation has been over- 
emphasized or under-powered in view of the results expected. And the system 
goes one step further, As actual results are reported against the budget, the profit 
effects of variances from plan are spelled out within the comprehensive frame- 


work of the accounting system. 


Structure of the Accounting System 


To this point, we have talked about the accounting system in the general 
terms of designing a tool for the manager of any kind of a business. Now it 
is mecessary to become more specific in terminology. I have chosen a manu 
facturing enterprise as a background for talking about the structure of the ac 
counting system. Most of the points will, of course, apply to many types of 
enterprises, but the language used will be the language of a manufacturing com 
pany. Six essential elements of the mechanics of a good cost accounting sy* 
tem may be specified. These are: 


1. Chart of accounts 4. Stated allowed flexible budget 
2. Standard data 5. Accounting for actual costs 
3. Stated forecast budget 6. Variance analysis 
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The chart of accounts should reflect consensus on cost centers and expense 
accounts. The centers should be recognizable by everyone as areas in which 
defined work is performed and in which defined costs are incurred. They should 
further lend themselves to use in responsibility accounting. Expense accounts 
should allow for recording expenses in terms of fixed and variable costs. Thus 
at the very beginning, the chart of accounts may be shaped to appeal to the 
manager or to alienate the manager, depending on how well it lends itself to 
responsibility accounting and to the provision of figures which can be used 
in planning and controlling operations. 

The second element in the accounting system is standard data to cover level 
of operations, standard production rates, and planned expenses. Defined levels 
of operation represent management’s judgment as to reasonable ways in which 
the plant may be run. Sound planning begins here by using a basis which can 
be agreed to by the men running the process. Their agreement begins at the 
point where levels of operation are defined. Once this is done, it is relatively 
easy to state the standard amount of production which should be obtainable at 
each level of operation. Rates may be stated in units per hours of labor or 
per machine hour or per shift of equipment operation, depending on the 
process. Planned expenses are related to levels of operation and standard pro- 
duction rates. For instance, if levels are defined in terms of equipment opera- 
tion per shift, then standard production rates and planned expenses are also 
stated per shift. Standard data is of course, built up on a great variety of 
factual bases ranging from refined engineering studies to the spoken opinions 
of supervisors. Regardless of the basis, however, standards will be useful in 
proportion to their acceptance by responsible supervisors. 

Standard data permits projection of costs of producing goods under any 
reasonably anticipated conditions. This means that we have the building blocks 
to forecast costs (and hence profits) at any levels under any anticipated condi- 
tions within the limits of our existing equipment and facilities. Here then, 
is a very basic and very useful tool which can be put at the disposal of the 
manager in helping him to choose among, for instance, alternative sales plans. 
He knows the stated costs under different conditions and be knows which of 
these costs are fixed and which are variable. All that is required is to establish 
varying assumptions regarding the sales of each product. These sales forecasts 
are then translated into production forecasts which in turn establish the op- 
erating levels at which the plant (or various portions of the plant) should 
be operated. Relatively simple calculations then establish the amounts of costs 
which would be incurred under each plan, and these costs can be compared 


MARCH, 1955 895 


cing 
now 
tual 
It is 
held 
itrol 
n at- 
Only 
elled 
irma- 
ating 
loss 
ision. 
erent 
n the 
esults 
over- 
over- 
ystem 
profit 
‘rame- 
reneral 
Now it 
manu- 
the ac 
pes of 
g, 
ng 
| 
LETIN 
L 


directly with the amount of product to be produced and sold. The establish- 
ment of anticipated profit is then a purely mechanical matter. 

The third element of a useful cost accounting structure is a stated forecast 
budget. The value of this type of budget as a tool for decentralizing manage- 
ment and for delegating top management authorities down the line can hardly 
be over-emphasized. By using standard data in conjunction with certain 
assumptions (as in the example just mentioned), it becomes relatively easy 
to forecast the expenses required for a future period in order to produce and 
sell a planned amount of goods. This budget, if properly handled, is a clear 
and coordinated command to all supervisors of the organization telling them 
what they are expected to do and within what limits they are expected to do 
it. Of course there are other aspects to what supervisors are expected to do 
and how they are expected to do it, which go beyond the scope of the dollar 
sign. For instance, the budget does not tell a supervisor how to run his de- 
partment technically, or how to conduct an executive development program. 
But, by means of quantity and dollar yardsticks, the budget does give a super- 
visor a clear understanding of the area within which he can operate freely, 
as compared with the area in which he must obtain decisions from a higher 
level before he can proceed. 

The fourth element in a good cost accounting structure is the periodic flex- 
ible budget. A flexible budget differs from the forecast budget primarily in 
being made up after the fact: That is, the forecast budget is made up before 
a period begins and is based on assumptions covering anticipated volume and 
levels of activity. The flexible budget, on the other hand, is prepared after 
the period is closed and the allowances in a flexible budget are based on the 
volumes and operating levels actually experienced. Therefore, the flexible 
budget is a more refined yardstick for measuring the effectiveness and economy 
with which operating executives have performed their tasks. For this purpose, 
the flexible budget offers at least three advantages over the forecast budget. 
In the first place, the man being measured feels that he is being measured by 
a much fairer yardstick. In the second place, variance analysis and the explana 
tion of why actual results differ from plan are simplified. Third (and partly 
because of the first two advantages), operating reports are more understand- 
able to those who receive them. The reader is not confused by a favorable or 
unfavorable impact attributable solely to volume when he is trying to gauge 
efficiency of operation. 

The fifth structural element of a good accounting system is effective ac 
counting for actual costs. Entirely apart from the legal and tax aspects of ac 
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counting, this covers more ground than can be discussed here. First of all, 
managers should be informed about actual costs as soon as possible after the 
fact. The best standard cost system in the world loses much of its effectiveness 
if management has lost interest or cannot remember what has happened by the 
time operating reports are issued. Another characteristic of good accounting 
for actual costs (which is overlooked by a surprisingly large number of account- 
ants) includes proper cutoffs of charges and credits, so that costs for a period 
are associated properly with the work done during that same period. This pre- 
cision of accounting for actual cost is important in helping the manager to hold 
people accountable for accomplishments. 

Last to be dealt with here, the sixth element of the structure of a good cost 
accounting system, variance analysis, should be especially designed to help the 
manager perforra two of his most important tasks: holding people responsible 
for results and evaluating results against plans as a basis for replanning the 
future of the enterprise. The literature on variances from standard, manage- 
ment by exception, etc., is so voluminous that I hesitate to describe variance 
analysis at length. Rather, let me address two cautions to those who have not 
had firsthand experience with it. First, there are limits to the degree to which 
individual responsibilities for variances can be assigned. For example, the cost 
at which a product is made by the factory manager may have some influence 
on the volume and profits produced by the sales manager. Second, always an- 
alyze a variance and find out what caused it before jumping to conclusions 
about responsibility for it. For instance, an unfavorable volume variance may 
be caused by a slump in sales—but it may also be caused by unscheduled equip- 
ment down time. 


Economics of the Accounting System 


In his building of basic concepts and specific techniques into the system, the 
accountant should be guided by a fine sense of its economics. Accounting tech- 
niques are aimed at achieving worthwhile results in the direction of profit- 
planning or cost control. Therefore, the system should be profitable, i.e., worth 
more than is put into it in time and money. This is equivalent to saying that 
the accountant should maintain a realistic perspective about accounting and the 
role of accounting in the business. If he does not overplay it, yet frankly offers 
it as one essential in management, he can help other executives not to under- 
play it. It is in line with this thought that the chart of accounts should be as 
simple as can be and still serve the needs of responsibility accounting and stand- 
ard costing of products. Budgets and standards should not be refined beyond 
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the point of optimum usability. For example, there is no point in identify. 
ing direct labor as a separate item in each product cost if product costs are in- 
curred in terms of machine hours instead of labor hours. Also, reports deal- 
ing with selling expenses by customer are not needed if all sales are accom- 
plished by two or three executives who deal with a small number of large ac- 
counts. In short, reports and the data for them should be geared to practical 
needs. The accountant will find that exercising good judgment about the 
economics of the accounting system is one of his most successful methods for 
obtaining management acceptance of accounting techniques and of himself 
as a member of management. 


Systems Must Fullfill the Needs of the Situation 


To this point we have discussed the need for rooting the accounting sys- 
tem in the good opinion (and contribution) of all, the importance of certain 
underlying concepts and the need for keeping the accounting function eco- 
nomical. And we could settle for these characteristics of good accounting sys- 
tems if all managers had exactly the same problems and ran exactly the same sort 
of business. But managers have different interests. We cannot design the same 
tool for “sale” to all managers. Rather, our “market analysis” reveals different 
“customers” requiring different tools. We should build our products to meet 
different specifications. The nature of the business, special problems of growth 
or of organization or even personal habits may be determinants of specialized 
accounting needs. 

For instance, it is obvious that a manufacturer of basic chemicals will have 
different economic, competitive, and operating characteristics than will a manu- 
facturer of consumer textile goods. Even within the same industry, further 
more, two businesses may stress different aspects of accounting because of their 
special situations. For example, the management of a rapidly growing com- 
pany may spend a lot of time on problems of financing whereas another com- 
pany may have less pressing financial problems. Furthermore, the accounting 
system must be useful to many managers, not just one, and to all levels of 
management. A president has the full scope of managerial responsibility, a 
sales manager or a manufacturing manager only part. The reports and infor- 
mation they need will differ accordingly. Personal habits also matter greatly. 
In some companies, they are a predominating influence on the character of im- 
formation to be provided by the accounting system, whether little or much, 
whether summary or detailed, and it what areas. 
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A Contrast Between Industries 


To attempt to describe all of the factors creating different interests on the 
part of managers and then to try to discuss the modifications which tailor ac- 
counting systems to managerial needs, would be an endless task. However, it 
might be interesting to follow through in summary fashion a single example 
to see how the accounting system might be modified in order to conform with 
the requirements of the two industries mentioned above. In order to think 
in concrete terms, let us say that the basic chemical is elemental phosphorus 
and that the corisumer textile product is women’s dresses. Our first look should 
be at the relative investments involved and especially at the areas of fixed com- 
mitments in these businesses as contrasted with the areas in which relative free- 
dom of management choice is the rule. 

From the standpoint of investment and location, the chemical manufacturer 
has a very heavy fixed plant investment. Furthermore, for all practical pur- 
poses, he cannot sell the plant except to someone else who wants to make the 
same basic chemical. He cannot convert to the manufacture of another different 
product, except by practically building a new plant—and he might as well build 
a new plant as to move his existing plant physically to another location. On 
the other hand, the manufacturer of women’s dresses has a much less heavy 
plant investment. Furthermore, he can move his plant from one location to 
another. He can find a wider possible market for sale of liis plant. Or, at 
relatively small expense, he can convert his equipment to make some other kind 
of products—for instance, coats and suits or slip covers. 

Also, in general, the costs of the chemical manufacturer are heavily on the 
fixed side (especially if raw material costs are low.) The opposite pattern 
is shown in the costs of the dress manufacturer, that is, his fixed costs are 
relatively smaller and his variable costs higher. For instance, a large part of 
the labor force in a chemical plant is fixed, whereas the dress manufacturer has 
a highly variable labor force which varies up and down with his production 
volume. So labor is a relatively small part of cost in the chemical plant and 
a relatively high percentage of cost in the dress plant. 

What do these differences mean as far as accounting system design is con- 
cerned? First of all, we should remember that the concepts which underlie 
both accounting systems will be more alike than they are different. However, 
within the general framework, what will the shifts in emphasis be? The chemi- 
cal company needs a highly-developed system of accounting for capital assets, 
with special reference to capital additions, replacements, expansions and im- 
provements. Facilities planning will be further reflected in the accounting 
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system by painstaking analyses which compare the costs of continued mainte- 
nance of equipment with costs of replacing equipment. By way of contrast, 
the dress manufacturer attaches less importance to the field of capital asset 
and maintenance accounting. Capital additions for him, at least on a normal 
basis, are primarily a matter of buying more machines like the ones he already 
has. Of course, he does have an important maintenance problem, but it ap- 
pears more in terms of current control of a variable cost and less in terms of 
long-range planning of fixed commitments. 

The same basic differences may be reflected in the budgets used in these 
two companies. Ideally, of course, the same combination of fixed and vari- 
able budgets should probably be used in both companies. However, there 
is a matter of economics involved here. Controllable costs in the chemical plant 
are much less, proportionately, than in the consumer textile plant. Therefore, 
the amount of time and effort which should go into the construction of a vari- 
able budget would be relatively much less in the chemical plant. As a matter 
of fact, some basic chemical plants get along on fixed budgets (without any 
variable operating budgets). On the other hand, the manager of the dress 
plant is almost certainly failing to exercise good profit planning and good ex- 
pense control if he is trying to operate without variable budgets. 

The kinds of income and expense detail built into the accounting system will 
differ, too. Accounting for process labor in the chemical plant may be limited 
to one or two expense accounts—for instance, simply “process labor” and “pay- 
roll added costs.” However, in the dress plant, there may be quite voluminous 
reports dealing with incentive wage payments, performances of individual ma- 
chine operators, and analyses each pay period of the cost effects of wage dif- 
ferentials, overtime premiums, shift premiums, make-up pay on incentive work, 
and the like. 

The precision of accounting is likely to differ also. In the chemical plant, 
short-period production counts may carry a margin of error of plus or minus five 
per cent. On the other hand, production counts in the dress plant may be made 
as accurate as required by wage incentive systems. Obviously, from the view- 
point of managerial control, there is no point in attempting to account for 
costs with any more precision than the stage of development of the art allows. 

The contrast in product-line control problems in the two companies also 
implies differences in their accounting systems. The chemical manufacturer has 
an extremely stable and limited product line, whereas the dress manufacturer 
introduces a complete new line every season and also adds new items and drops 
old ones during the season. Chemical raw materials are typically purchased 


on a stable price situation, either because of contracts or for other reasons, — 
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whereas the textiles used by the dress manufacturer may fluctuate widely in 
price. Still further, the differences in problems of buying and selling réquire 
different cost estimating procedures in the two companies. The chemical manu- 
facturer needs his estimating procedure in a relatively simple form. In order 
to accept or reject additional business, he needs to know primarily how the 
order will affect the general level of plant operations and, thus, costs and 
profits. On the other hand, the dress manufacturer needs an estimating pro- 
cedure which is sufficiently developed so that he can quickly cost out a large 
number of specific orders or designs, with perhaps each potential order calling 
for different product specifications. In addition, he needs to control the cur- 
rent totals of all separate estimates so that he can get an overall grasp of 
potential effects on profits. 

Typically, also, the emphasis on sales income and selling expense reports is 
much greater in the dress manufacturer's situation. He has many customers, 
the basic chemical manufacturer has few. Sales promotion, advertising, and 
selling expense entail major expenditures in the fashion field, whereas they 
may be negligible expense items in basic chemicals. 

There could be a long list of other differences, some major and some minor, 
between the two systems, but those given should demonstrate that the ac- 
countant has not done his job if he confines his efforts to designing a system 
only in accordance with sound accounting principles. To do.a complete job, 
he should add the principle of individuality to those he applies. In summary: 
it is necessary to tailor-make the accounting system to meet the individual 
needs of the individual manager in the individual company in the individual 
industry. 


A Share in Managing 


We may say that, to this point, we have analyzed the general market for 
managerial tools, have identified the tools we are qualified to provide, and 
have studied closely the specific needs for specific tools. But, we have only laid 
the ground work for a practical, completed job. It is our actions from now 
on which will, in the long run, encourage or discourage management’s enthu- 
siastic acceptance and use of accounting information. A little further analogy 
may be useful here. If we were building a complicated set of machine tools, 
we would check specifications periodically with the customer during the build- 
ing, and, after we had built the tools, we would have our technical men stay 
with the user until he knew how to use the tools effectively. We would be 
alert to build modifications into the tools as opportunities for improvement 
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appeared with experience. It is in these ways that the accountant also should 
proceed. 

The task of gaining enthusiastic acceptance for accounting services begins 
in the design stages and continues as long as the services are performed. The 
key to gaining this acceptance is enlisting the real participation of operating 
managers at all levels. Responsible managers should approve defined cost 
centers and expense accounts and all other elements in the structure of the sys- 
tem as they are developed, and should know what information they can and 
cannot get from a proposed accounting system before final decisions on the 
type of system are requested. 

Obviously, operating managers can arrive at such understandings only by 

spending time in discussions with the accountant and with each other on a 
number of subjects, such as the basic purposes for which figures are needed, the 
value of information compared with the cost of recording and reporting the 
information, how the duties involved in preparing, maintaining, and using ac- 
counting data shall be distributed among general accounting, cost accounting, 
production control, industrial engineering, and line management, what organi- 
zation areas need definition before responsibility accounting can be installed, 
and many other questions. Hence, the design and installation program for 
the accounting system should aim at bringing operating management continually 
into the picture to make specific decisions or to approve tentative recommenda- 
tions. 
After the installation is complete and the reports it calls for are in danger 
of becoming routine, both as to manner of preparation and extent of use, the 
search for management participation should be continued. It may be encouraged 
by seeking out the users of reports and asking for constructive criticism, and 
also, by answering the requests of operating men for additional information. 
This is much easier to say than to do. Usually, it seems, the accounting de- 
partment is in the middle of a procedural change, reports are late, and half 
the employees are absent, when along comes Joe who asks, “Could you dig 
up some additional information on this or that for me?” Under these cir- 
cumstances, how often have we said, “Yes,” and how often have we also said, 
“You'll have to wait a long time’ ? 

Little do we realize how much harm we do to our cause when we tell Joe 
to wait. Never turn down a request for information if you can help it. The 
man who asks you for information is the best friend you have. First, he is 
buying your ‘‘product.” Second, he may well be showing you how to im- 
prove it. Besides standing ready to supply information, we should, in my opin- 
ion, implement every written report or release of information with a face-to- 
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face presentation. We should try to deliver each report personally to the re- 
ceiver and discuss it with him at that time. If this is not possible, we should 


’ follow up the delivery as soon as we can to answer questions raised by the 


report, and perhaps to point out some implications not on the surface of the 
figures. In performing the follow-up, we should remember to do as much 
listening as talking. 

There are two hazards to be avoided when we undertake to enlist manage- 
ment support. First, avoid overloading the system. Especially avoid the tend- 
ency to offer all information in dollars. There are better terms for a large por- 
tion of operating data. For example, daily control of plant labor is usually 
more effectively exercised on the basis of such non-monetary figures as hours, 
units of product, per cent of standard produced, etc. Putting the dollar sign 
on these daily figures often adds nothing to understanding. The second haz- 
ard is the inclination to indulge in theoretical arguments about the merits or 
demerits of systems and methods. When we want to explain a point, we should 
make up an example of what we have in mind based on our actual figures in 
our situation. The example will be much more effective than general discus- 
sion. 

Now let us suppose that we have done everything that we should do, and 
that we have avoided doing everything that we should not do. As a result, 
we have in operation the perfect accounting system perfectly geared to the 
needs of management. How do we prove the pay-offs on this perfect system? 

What is the proof of the usefulness in management of the products of an 
accounting system? We must waive the exactness of a pay-off calculation on 
cost, such as we might make if the tools in question were not managerial ones 
but a set fabricated for the factory. We have to settle for another kind of 
proof. This proof consists of what is said about these products and the part 
played in management by the accounting function in its entirety. When’ the 
sales manager or plant manager says, referring to information placed in his 
hands by report or conversation, “Now I have a chance to know the effects 
of what I’m doing,” or when the president says, “It’s wonderful to be able to 
explain our position clearly to the members of the board,” or when the con- 
sensus of opinion is, “How did we get along before we had these figures?” 
and when, furthermore, the actions of operating managers back up their words, 
then the accounting system is truly effective. It means that the company’s 
managers are enthusiastically using it and contributing to its further develop- 
ment. P 
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Factors Affecting Intelligent Use of Variances 


by JOHN V. van PELT Ill 
Controller, The Kendall Company, Walpole, Massachusetts 


The principal theme of this article is that, while variances from stand- 
ard cost are especially useful in the process of cost control and the 
conditioning of planning, they should be viewed in the light of the 
foundations on which they rest in order not to be misleading. These 
foundations include quantity standards of varying degrees of exacti- 
tude and standard and actual costs compiled along lines reflecting 
policy as to cost assignment. External developments and internal bias 
are also considered as factors affecting the usefulness of recorded 
variances. 


sent closely accurate figures, let us examine the origin of these items. Since 
standard costs are an attempt to forecast the flow of cost under either normal or 
objective conditions, their application to accounting periods and to centers of 
activity must be modeled along the lines that will be followed in accounting 
for actual costs. Therefore, the standard costs will contain any compromises 
with accuracy inherent in the spreading of actual cost, together with the errors 
inherent in forecasting. As to the first of these two considerations, the only truly 
accurate method of handling actual cost is by the application of costs to the en- 
tire operation on a cash basis. As soon as we attempt to apply actual cost to 
periods other than those in which the expenditure is made or to break down 
actual cost by individual operating areas of the business, an element of conjecture 
arises. The ability of the cost accountant to determine accurately the proper 
point to which allocations should be made varies from item to item. While it 
may stagger the theoretical exponent of cost accounting, it is my view that there 
are practically no costs, even those classified as direct, which do not present 
some area for debate as to the period of time or the center of activity which 
should be charged. 

Sound management decisions are possible only when there is a complete 
understanding of the possible fallacies that underlie the figures upon which de- 
cisions are based. However, if the bases on which the standards are set and on 
which actual costs are accumulated, are the same, a large part of the element of 
uncertainty as to the accuracy of variance will be eliminated. Moreover, many 
of the variances with which the cost accountant deals are not variances in terms 
of dollars of cost but variances in terms of units and, at many levels of the busi- 
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ness, unit variances are a much more effective control tool than are dollar vari- 
} ances. Such units may be hours, pounds, yards or any of a number of similar 
measures. 


Unit Variances Most Practical 


At the risk of oversimplification, I shall try to separate variances into three ' 
major categories, performance, engineering, and economic variance. The first 
of these measures is the deviation from standard due to failure to operate at 
standard performance. Variances of this type are used primarily as a control 
over the effectiveness of operations. Accumulations of costs or productive units 
for such purposes should be limited to items controllable by the center involved. 
The second category of variances may be attributed to loose standards, i.e., stand- 
ards which do not require a top performance to be met. Loose standards may 
also arise where operations are changed without a concurrent change in stand- 
ards, the measure of effectiveness of the new method being lost in the normal 
deviations from objective levels. The third category of variances applies to 
changes in conditions represented by either price or volume. These I classify 
as economic variances. 

It is my opinion that, in attempting to control factory operations on a day-to- 
day basis, the primary factor of importance is the comparison of units produced 
with those called for by engineered standards. By this route, the lower super- 
visory levels are put on notice as to deviations in operations which are cur- 
rently taking place and are able to supplement the visual control over work, 
which was the principal control technique prior to the introduction of methods 
of scientific management. Speed of data accumulation and simplicity are the | 
keynotes of an effective control system at this level. 

Thib ques wun totes 
company with which I am now associated. I was touring the various plants of 
the organization and happened to talk to one of the mill managers. Requests 
for explanations usually came to him sometime after the actual operations had 
been performed and after the cost accountants had had an opportunity to work 
over the figures which represented the operating results of his plant. As he put 
the problem, he would have been out of business if he had not been able to 
correct the errors long before and, at the time the requests came through, he 
was correcting then-current problems in operations, which had to be put aside 
while he answered the delayed questions for the cost accountants. 

A result of this situation was the establishment of a little cell in his own op- 
erations which first gave him current unit comparisons of performance against 
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engineered standards and, secondly, maintained sufficient records to be able to 
answer the questions fired at the plant by the cost department. 

I do not want to imply that units are the only standards which should be en- 
gineered because there are some situations in which the factor of dollars enters 
into effective operating control at the plant level, although I am convinced that, 
if operations were static and never changed form, unit comparisons would be all 
that were necessary. However—and fortunately from the stockholders’ stand- 
point—we have technological improvements. By the route of substitution of 
machines for hand labor, we are able to change the cost of our operations. Im- 
provements in operating conditions may be minor and may be made from day 
to day as a foreman thinks of an improvement or they may be as significant as 
a completely new line of machines substituted for old methods which relied 
largely on manpower. The dollars spent must somehow be matched against the 
dollars of the equivalent labor cost which they eliminate or the decreased dollars 
that are spent for materials when waste is minimized. In order to attain this 
objective, we must price out our units in order to reduce the various phases of 
the operations before and after the event to a common denominator. 

I am sure that someone will rise and say that any time there is a change in 
operations, there should be a change in engineered standards. In theory I would 
agree, but in actual practice too many things are going on day by day, so that 
methods people cannot spend time on everything that is happening. We may 
feel that all equipment changes should be controlled through the route of cap- 
ital authorizations, but I am sure that my experience is not unique, in that many 
equipment changes arise through the medium of day-to-day maintenance or 
other operating costs and we never see the impact except as it ultimately arises 
through variance analysis. I might add that, because of the uses my company 
makes of standards for product pricing to many of our merchandising depart- 
ments and as a base for computing our dollar “‘lifo” pools, it is uneconomic to 
reflect continued minor changes in the standards. However, in one of our divi- 
sions for control purposes we use a device which we term “approved changes to 
base standard.” 


The Question of Loose Standards 


With respect to loose standards, I am sure that all cost accountants will, with 
a shudder, say that they should not exist. However, loose standards are with us 
and they cause variances. Loose standards are a problem of the production 
floor because they tend to take away some of the effectiveness of operating con- 
trols. Management does not always have the right of establishing the standards 
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it thinks are correct. We must bargain with unions, particularly if we have 
piece rates. Moreover, it is ridiculous to set standards which represent a peak 
of output for the human machine because human beings do not work at peak 
efficiency continuously. 

I think we must be realistic and face up to the fact that, so long as there are 
any human operations involved, standards must have some degree of flexibility. 
Although I have no intention of preaching a doctrine of laxity in operating con- 
trols, I am sure that, when one attempts to get standards too tight, the reactions 
developed on the part of either foremen or workers are such as to negate the 
purported benefits. My comments along this line are those of a layman and I 
am sure that an industrial relations expert could analyze causes and effects and 
explain just how far one can go in putting a strait jacket on the human action. 
I have no greater scientific background for my opinion other than the fact that 
I have had to deal with people in business. 


Managing Economic Variances 


Possibly the most important area of variances from the standpoint of man- 
agement judgments lies in the areas of changes in conditions. Economic fore- 
casts and market research studies form the platform upon which estimates of 
prices and volume are determined. Price movements must be related to volume 
and, in addition, merchandising costs become a significant element in affecting 
the trend of both of these items. Management plans will be drawn on the basis 
of assumptions as to price levels of raw materials, finished goods and labor rates, 
with estimates of volume geared to these programs. As variances develop dur- 
ing periods of operation, managements must be constantly aware of the depart- 
ure of actual conditions from forecast levels and be ready to shift the impact 
of merchandising programs, to adjust soundly to shifts in the economic atmos- 
phere. 

The analysis of variances yields the initial indication of a departure from the 
program of operations, but we should not assume that variance analysis alone 
can furnish management with the proper action that should be taken. Possibly 
the application of cost accounting principles to merchandising operations might 
lead to greater facility on the part of management to effect adjustments in its pro- 
gram. However, as brought out in the N.A.C.A. Research Series No. 25 “Cost 
Control for Marketing Operations — General Considerations,” we have not 
learned, generally, how to apply cost accounting techniques to marketing opera- 
tions. Merchandising impacts are inextricably interwoven with price and volume 
fluctuations. 
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A complicating factor which underlies the analysis of price and volume vari- 
ance can be due to the ground rules for the preparation of standards for both 
price and volume. Business management is a complicated operation and there 
may be reasons for adopting standards that have no possibility of coinciding 
with actual conditions over limited periods of time. Let us analyze this aspect of 
the situation. If a corporation follows the practice of establishing standards for 
a full year, subject only to adjustment for major and unexpected changes, the 
prices used in these standards cannot be actual prices for periodic analysis if the 
raw material markets have any tendency to fluctuate or if a union contract is 
coming up for negotiation. Under these conditions, some companies will use 
current prices or labor rates in effect at the time the standards are established. 
Many companies measure the effectiveness of their purchasing organizations by 
comparing standard prices of raw materials with actual. I do not approve of 
this policy. Normally the standards as to price are established by the purchasing 
department and, if its members know that their final results will be measured 
against these standards, there is going to be a tendency to establish standards at 
a high enough level to provide for some margin of error. In another instance, 
where standards are used as a means of costing goods to a merchandising depart- 
ment, the practice tends to curtail the flexibility with which sales people would 
otherwise meet competitive conditions. The situation is aggravated in indus- 
tries in which merchandising people look to historic margins as a measure of 
how well they are doing. 

Forecasts of volume present even greater difficulties. Should our volume be 
established year by year on our current estimate of production or should we 
seek a normalized volume base? I do not feel that business is run for any limited 
period of time and, therefore, I belong to the school of exponents of a nor- 
malized base. However, the selection of the proper base can have a significant 
effect on product costing. Moreover, if volume variances are not allocated to 
sales departments, improperly determined volume variances can affect the whole 
sales-price structure of a company. 


Some Recommendations From Experience 


There is no one best answer to these problems. However, I have some fairly 
strong opinions to offer. Prices are essential in establishing a forecast of earn- 
ings. Variances from these prices must be analyzed in order to find out and 
isolate the various causes for departure from the forecast level of earnings. But 
this does not mean that control over merchandising operations and compensa- 
tion of merchandising personnel should be related to standard prices. In most 
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businesses, I would suggest, replacement-cost prices are probably the proper 
answer. Obviously this does not apply across the board because there are some 
situations which do not involve standard lines. of products and involve long 
periods of fabrication or long periods of turnover, where either unit costing or 
“fifo” costing would be necessary. In my own company we control substan- 
tially all of our operations through the use of “lifo” which is as close an ap- 
proximation to replacement costs as it is feasible to find. By this route, the ma- 
terial price variance can be ignored for purposes of operating control. 

I indicated previously that volume should be predicated on a normalized base. 
For old and established products which do not show signs of additional growth, 
the normalized base should be one which lies at the mid-point between peaks 
and valleys of demand. In established lines which show a growth due to in- 
creasing public acceptance, the normalized base should be one that can be 
moved up at intervals, to a point somewhat in excess of current demand. The 
next move should be delayed until current demand exceeds the base. For new 
products, strictly in the development stage, the burden base should be estab- 
lished at a level which corresponds to the objective level of demand expected to 
be reached when the consumer acceptance forecast in launching the product 
will be attained. 

By following these simple rules in relationship to standard volume, manage- 
ment is in a position to direct its attention to the need of obtaining additional 
volume when large volume losses appear. Additional volume for temporary 
periods can often be acquired by the route of government bid business, manu- 
facturing under private label for major distributors, and the taking on of sub- 
contracts for periods of time. Moreover, there is created a benchmark against 
which to measure the amount of additional merchandising money that may be 
spent profitably to increase sales through normal distribution channels, —- 

When new productive capacity is acquired in order to provide for future 
growth, modern managements utilize long-range forecasting tools. Such fore- 
casts will show objective levels at which the facility will ultimately operate and 
it is at these levels that I would establish my burden base. It is my opinion that 
it would be unsound to penalize the cost of today’s products for a partially filled 
plant designed to take care of the future. In such a case, the volume loss may be 
charged to the ccst of idle plant but, no matter what the label, it is important 
to keep in front of management the necessity of obtaining the additional volume 
in the facility as soon as possible. 

In a discussion of this nature, it seems necessary to comment on the uses of 
direct costing, so widely is that subject publicized today. Basically, direct costing 
eliminates the volume variance from the product cost. In companies which do 
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not have sound rules for the establishment of volume factors, I think that adop- 
tion of direct costing would be well-advised. Unsound volume factors can lead 
to erroneous management decisions. However, I would much prefer to obtain 
a sound volume base and use that, rather than direct costing. Under such con- 
ditions I think that management has much better information to work with. 

There is one further matter that I would like to touch on. The volume base 
is used to distribute some costs. The period over which such costs are distributed 
should be as realistic as possible. In other words, I do not believe in accelerated 
depreciation unless it can be shown that such acceleration is tied to engineered 
studies of maintenance costs. To attempt to obtain working capital or to out- 
guess tax rates by the route of juggling estimated lives of assets or estimated 
periods of utility can only tend to vitiate the value of the standards from the 
standpoint of the control of over-all operations. The interest cost of borrowing 
for additional working capital is negligible when compared to the cost of 
erroneous management decisions which can be induced by juggling the periods 
to which the cost of facilities will be charged. 


Conditions Underlying Useful Variances 


In closing, I would like to summarize briefly my general thinking with re- 
spect to the care and handling of variances. First, standards must be established 
in such a way that controllable items only are attributed to each applicable 
center of the business. Second, the establishment of the standards must be re- 
lated to the methods which will be followed in accumulating the actual costs. 
Third, reporting and analysis of variances must take place as close to the time 
of happening of the actual operation as is possible. Fourth, while we may have 
loose standards, the only necessity is that management understands the point at 
which such standards are loose. Fifth, and most important, the establishment of 
standards should be tied into the expected operations of the business over a 
period of time. 

In the establishment of standards a certain amount of policing is necessary 
because it is a human weakness for the astute individuals who man the sales 
and production departments of industrial companies to tend to establish stand- 
ards which will result in what they assume to be a prettier picture of their op- 
erating performance. I am sure that people who do this do not realize that they 
may be sabotaging the business by their action. 
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Four Steps To Useful Forecasting 


by C. R. DOWD 
Assistant Manager, Management Services Division, Ernst and Ernst, Cleveland, Ohio 


Managerial planning by-passes comsidered forecasting only at the 
peril of missed opportunities and unnoted hazards. Presenting fore- 
casting as @ practical—even necessary—company activity, the author of 
this article attempts to express the process in essentials so that it will 
be done a well as possible, rather than casually, and will yield bene- 
fits, whether from relative accuracy or prompt disclosure of inac- 
curacy, permitting timely change of course. 


I MOST BUSINESSES, a great deal of emphasis is properly placed upon the need 

to estimate what will occur in the future. However, the way in which fore- 
casts are made quite often does not recognize the basic elements of such an 
activity and, consequently, the forecasts are not sufficiently reliable for use. 
The business planning may be based on day-to-day events or hasty estimates 
of various phases of business activity, prepared by department heads and then 
colored by the prejudices of the individual assembling them. Often, after at- 
tempting and failing to predict various business trends and events executives 
have become distrustful of the process. 

Yet it has been proven often that forecasting is sound. Good forecasting 
procedure presupposes that critical analysis and sound judgment will supply 
sound estimates. It is axiomatic that any forecast must contain an element of 
guesswork within it. That is not a fatal defect. What is desired is to minimize 
the various optimistic and conservative human factors which influence this ele- 
ment and reach as reasonable an estimate as possible. 


Four Basic Elements of Forecasting 


There are four basic elements in forecasting which apply to any phase of it. 
They may be applied to a single activity such as the sales or inventory or they 
may be applied to an overall financial forecast for a short or long period of time. 
These basic elements are as follows: 


and interpreting historical 3. the forecast with actual 
‘act. resu 
2. Estimating the expectancies of the 4. Revising and refining the forecast. 
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SALES IN DOLLARS 


Product Line no.1 


(Increase 75%) 
(Decrease 41%) | 


EXHIBIT 1 
This article has been written to show how these basic factors may be applied 
to a sales forecast. We choose the sales forecast, as an example, since it is the 
“jumping off place” for any forecast of financial business facts. All business is 
activated by the sales dollar. All productive and financial activity is controlled by 
the sales requirement. 


Analyzing and Interpreting Historical Fact 


In the analysis of historical fact there are several factors which should be 
kept in mind. A period for analysis should be selected which will provide suf- 
ficient significant sales data. There is no general rule that any particular or def- 
nite period must be used. However, the period should be long enough to give 
a fairly full cycle of sales history. It should be of sufficient length to provide 
data that will adequately answer the following questions: 

1. What has been the trend of company 3. What has been the comparison of the 


sales by product lines and by specific companies’ sales to industry sales? 
pore te within the lines? What has been the companies’ share? 

2. What has been the trend of sales in 4. How do the sales of product lines 
the particular industry? compare, one to the other? 
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5. What has the companies’ share of the What has been the sales trend in 
market been ‘n the various geographi- these groups? 
cal territories? 7. What are the historical gross profit 


margins of the various products and 
6. What buying groups are being sold? lines? 


These points indicate a few of the answers we should expect to develop from 
the analysis of historical facts in regard to sales. There may be many more 
which are important and necessary for a good analysis of sales. In some businesses 
three to five years may be sufficient to analyze historically, in others a longer 
period of time may be required. 

The data for successive years must be comparable. In.many cases, dollar vol- 
ume will not provide the type of comparison needed. Consequently, in develop- 
ing data, it is wise to accumulate information in regard to units of product as 
well as on the dollar volume basis. If both are available, it is possible to observe 
the effects of price changes on sales volume. It is also a good idea to accumulate 
information on a monthly and year-to-date basis for each product and product 
line for the years studied. We are enabled in this way to see the seasonal trends 
where they are significant in nature. 

The identification of industry trends is important in predicting the future 
and, if information exists, should be reviewed for the same period as company 
sales. Data of this nature may be difficult to obtain. However, much is avail- 
able. Figures in regard to many industries are being published through govern- 
ment and industry association sources. The facts developed from industry data 
are most useful if comparable with the facts developed from the historical rec- 
otds of the company. Where possible, units of sales of classes of products should 
be obtained. The development of competitive sales information is also a valu- 
able historical tool, if available. 

One way of using the data compiled is to develop charts. As examples of this, 
the three exhibits accompanying this paper present some hypothetical facts on 
the basis of plotted relationships and trends in chart form. Exhibit 1 indicates 
broad trends over a four-year period in total sales and in sales of three product 
lines. These figures are set up by quarters. This chart indicates a healthy de- 
velopment of sales in two of the product lines and a falling off of sales in one 
product line. It can further be read that Product Line 1 shows a seasonal soft- 
ness in the fourth quarter of each year. We should analyze the reasons for this 
condition. The trend of total sales clearly shows that the increases in the first 
two product lines more than offset the decrease in volume of Product Line 3. 
However, the figures may not be truly comparable. There have very likely been 
changes in the price structure during the four-year period. If dollar sales pro- 
vide the only data available, the figures can still be used to good effect. 
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SALES IN UNITS 
200 
150 
100 u o. 1 69% Increase 
™ 

50 
200 

150 

100 -— Product|Line No. 2 59% Increase 

50 

200 

150 

100 Produ 7 Line No. 3 45% Increase 
50 
1950 1951 1952 1953 
EXHIBIT 2 


_ However, unit data is more informative. Exhibit 2, based on units and apply- 
ing to the same period as Exhibit 1, simply shows the units sold for each product 
line. The same trends are shown as in Exhibit 1. However, the sharpness of 
increase and decrease is modified. Lines 1 and 2 volume increases are not so 
strong and the decrease in volume in Product Line 3 is more pronounced. 

Exhibit 3 relates to the five-year history of the profit margin for the three 
lines and in total. As there represented, average gross profit margin for the 
product lines is as follows: 


Product Line | 25% 
Product Line 2 30% 
Product Line 3 40%, 


Consequently, with Product Line 3 showing a reduction in sales and Product 
Lines 1 and 2 indicating increases, the overall gross margin is decreasing, a 
the third and fourth quarter 1953 trend shows. In the light of information such 
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as this and other data set up in a like manner, the point is reached for the use 
of the data in the development of the sales forecast. 


Estimating Expectancies of the Future 


The prediction of future expectancies should be a team effort of the executives 
of the company. At this point, all of the best knowledge and experience avail- 
able should be brought to bear upon the problem. Historical fact has been estab- 
lished and set up in a presentable form. Trends have been established as to 
products and product lines. The comparable share of industry business has been 
indicated. Competitive conditions have been worked up and analyzed. Now it 
should be possible to make determinations of forecast figures. 

In developing market potentials, indices are useful. For instance, in auto- 
motive replacement parts, field territorial sales sometimes are related to 
automotive registrations in the particular territory or even to the number of 
car-years on the road. These indices have proven to be fairly reliable in the 
past, especially during the period when cars were not manufactured for civilian 
use. Car-years on the road were especially effective for use in forecasting sales 
for one automotive parts concern. Projections of this data, for this concern, 
as far as three and four years in the future, have been remarkably accurate. The 
use of indices to predict industry trends is particularly valuable. Perhaps the 
ideal index for a particular industry will not be found immediately. That, how- 
ever, should not stop the effort to discover one or more indices which will 
assist in predicting sales and in setting sales quotas. 

Applying the data and developed indices to a particular company is the 
critical task. Group opinions should be reached in executive meeting. Historical 
data should be interpreted in the light of present conditions and future expec- 
tancies. Opinion should not be dominated by one way of thinking. The optimis- 
tic and the conservative view should offset each other to a great extent. The 
questions raised by the information included in the exhibits might be such as 
these: 


1. What is the competitive situation in 5. Has Product Line 3 capacity been 


Product Line 3? sacrificed for Product Line !° produc- 
2. Was Product Line | introduced as a tion? 

competitor to Product Line 3? 6. Has the plant sufficient capacity to 
3. Is the profit margin on Product Line produce for more sales? 

igh? Is this factor reducing 7. How about finance? Can we support 


more sales with inven increases? 


4. Is the line still good but suffering $ act, whe 
from slackened odie effort and adver- on 2 re can more financing be 
jon Could this have affected 
sales 
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31.55: 


(Increase 90%) 
INo. 1. 25% margin 
(Increase 75%) 
t Line 2. 30% margin — 
40% margin 
(Decrease 41%) 
1950 1951 1952 1953 
EXHIBIT 3 


' There are many questions of this nature which can be asked on the basis of 
charted information (or information otherwise presented). Group opinion 
should provide fairly sound, if tentative, answers. However, an insatiable con- 
tinuing curiosity about the facts and trends is a necessary adjunct to the tech- 
nique of forecasting. Decisions in regard to various data should be in the form 
of group decisions. With such decisions set up in a formalized program, the key 
executives may go ahead with planning for their own departments. 


Comparison, Revision, and Refinement 


Naturally the forecast will differ from results. Comparisons should be made 
with current results periodically. All variations of any consequence should be 
reviewed and analyzed. If possible, a determination should be made of the rea- 
sons for such variations. For example, a forecast of sales has been constructed 
upon territorial and product quotas by territory, it may be possible to isolate for 
study the territories in which deviations have occurred. It may be necessaty 
to develop further information to determine reasons for variations. 

Sometimes special influences make their appearance, which could not be fore- 
cast earlier. It is then necessary to adjust. The case of a company in the soft 
drink field may be cited. It has been using formalized forecasting technique 
effectively for several years. One year the forecast had been very carefully con- 
structed and there was no reason to believe that it would not be as effective 
as in past years. However, a freeze on the west coast killed about half of the 
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orange crop and seriously curtailed the supply of a raw material. As soon as this 
was evident, the forecast was revised and adjustments were made in capital ex- 
pansion commitments, production plans, and purchase commitments for other 
materials. In effect, through reacting promptly to a change in forecast condi- 
tions, the company was able to rapidly cushion its impact. 

There should be a formal plan for the review and revision of the forecast. A 
quarterly study should be made of the conditions affecting it, i.e., changes in 
industry trends, competitive conditions, new product development, overall eco- 
nomic trends, and product line relationship. The results of this quarterly study 
should be presented to the executive group for its consideration and evaluation. 
It will take a certain amount of experience with forecasting before it is possible 
to refine the methods employed to compensate for the specialized conditions 
encountered in a particular business. Trial and error will bring these refinements. 


Recapitulation of Forecasting Procedure Sequence 


To summarize, forecasting is a basic requirement for any type of planning for 
an individual business. It should be set up by a formalized program to produce 
realistic results to aid in sound business decisions. The four basic elements 
of forecasting—analyzing historical fact, estimating future expectancies, compar- 
ing forecasts to actual and revising and refining forecasts—can be applied to 
forecasting for any business or component operation. In analyzing historical fact, 
significant relationships should be developed over a period of time, to give 
cyclical data in regard to these relationships. These data must be rendered 
comparable. When a forecast is for a segment of a company, its relationship to 
the whole and to other segments form significant factors. In estimating future 
expectancies, the best in knowledge and experience should be directed toward 
the solution of the problem. Where possible, indices should be developed, to 
project activity. When opinion is allowed to affect the forecast, it should be 
group opinion since this opinion to a large extent eliminates any dominating 
point of view, whether optimistic or conservative. Forecasts should be followed 
through to comparisons with results and should be reviewed at least quarterly. 

So applied, the formalized forecasting technique has proven time and again 
that it can produce realistic results which will provide a basis for business execu- 
tives to make sound, forward-looking business decisions. 
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by JOHN M. SCHULTZ 
Manager of the Budget Division, The Atlantic Refining Company, Philadelphia, Penna, 


The managements of industrial enterprises, in their ceaseless efforts 
to improve earnings on invested company capital, will recognize the — 
importance of the evaluation stages bere described. The pursuit of 
an endeavor may carry the element of catastrophe or the assurance 
of success, depending on the wisdom of the men behind the scenes 
who plan today for tomorrow's profits. 


» pene IS SOMETHING VERY SOBERING about making capital expenditures. They 

tend to commit the company to rather rigid lines of action for periods of 
time up to thirty years or longer. They require large sums of money which be- 
long to other people who expect it to be used wisely. It is a company’s duty, 
therefore, to apply the utmost skill of every segment of management in making 
the first decisions regarding capital expenditures and to follow through with an 
intensive review of all its capital projects until after they have been abandoned. 
In a sense, therefore, the broad concept of budgeting and controlling capital ex- 
penditures embraces the entire planning and control concept of a company al- 
though normally profit and loss budgets are not considered as part of a capital 


control program. 


Constant Encouragement of Ideas for Capital Improvements 


There are a number of phases in the life of a capital project, each of which 
requires its own distinctive type of reporting system and each of which requires 
a different type of information, both as to broad content and as to detail. The 
starting point of a capital program might be labelled the idea stage. The idea 
might start with a plant operator, a supervisor, a research man, a general man- 
ager, or the president himself. Ideas are the stuff that has made American busi- 
ness what it is and they are the thing which will make a country prosperous even 
when its natural resources diminish. They are the spark of life of a company 
and should not be lost or buried under any circumstances. The failure to put a 
good idea in the capital program may be as costly to a company as the inclusion 
of a bad one. In our company, therefore, we have developed a reporting system 
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which is designed to report quarterly on the progress of a new idea until it has 
been successfully integrated into the business or until it has been abandoned. 
During this period of time, the ideas are discussed both within and without 
the originating department. If an idea involves more than one department, it 
frequently has the attention of coordinating committees. It is compared with 
the more probable alternatives that exist, in order to determine that the invest- 
ment proposed will provide a rate of return adequate compared to other meth- 
ods of accomplishing the same thing. In order to make these studies, the oper- 
ating people prepare a financial forecast which is based upon a knowledge of 
the external factors which may affect both the company as well as this indi- 
vidual project. Such factors may include a forecast of general business condi- 
tions, material prices, labor rates, the finance market, competition within the 
industry, specific product demands, and the probable future of income tax rates. 


Acceptance of Proposals for Inciusion In Five-Year Forecast 


When, through these studies, the department head is satisfied that the 
project is a practical one, it is listed along with numerous other projects in the 
capital portion of our five-year forecast. This five-year forecast is revised each 
year to run for five years in advance and lists individually all the major projects 
in the company. It also lists by groups the numerous small capital items needed. 
Each project has attributed to it an average rate of return for its full life, even 
though only the cash investment and five-year portion of the profit and loss from 
the project is included in the five-year forecast. Management's decisions cannot 
be based upon the first five years of any project but must be based on the ex- 
pected rate of return throughout the life of the equipment involved. This in- 
formation is not easy to develop. It is difficult enoujh to project for five years 
the cash and profit and loss effects of presently-known projects. It is even more 
difficult to forecast the corresponding effects for the five-year period of projects 
still unborn. 

One necessity at this point is a definite method for determining the desir- 
ability of a project. The two common methods are pay-out and rate of return. 
However, there are innumerable rate of return methods, most of which can be 
proved to be inadequate for investment decisions. Some years ago, through the 
work of Mr. Horace G. Hill, Jr., and Mr. J. C. Gregory of our company, a 
practical cash discount method was developed which inserted the element of 
time into the problem and gave answers in terms of rate of return which are 
comparable to a “minimum acceptable rate of return.” This element of time is 
the one which is missing in most traditional rate of return methods. (A more 
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detailed discussion of the advantages of this method can be found in Mr. Hill's 
booklet entitled, “A New Method of Computing Rate of Return on Capital Ex- 
penditures,” obtainable through the author of this paper.) 

When the entire preliminary five-year capital forecast has been assembled, a 
profit and loss statement, balance sheet and cash avails statement are prepared 
for review by top management and, depending upon financial considerations, 
decisions are made as to whether the entire capital program should be adopted 
or whether only a portion should be used for the final five-year forecast. In 
preparation for this review, the financial management has re-examined the 
company’s capital structure, felt the pulse of the debt and equity markets, 
formed an opinion as to what the average capital structure of the company 
should look like in the future, and computed what the minimum acceptable rate 
of return might be on this basis. Such a basic study might show that a company 
was currently overburdened with short-term bank loans, that the bond market 
was the best source of funds at the present time while the sale of common stock 
was undesirable, that the long-run capital structure should show common stock 
equity representing 70 per cent of total assets, and that the minimum attractive 
rate of return on the long-cun basis might be, say, about 20 per cent. 

With this sort of financial background established in the minds of the man- 
agemeni, the preliminary long-range forecast is examined. Proposals which in- 
dicate rates of return below minimum attractive rate of return are the first ones 
to be questioned. This rate must be applied even though there is no apparent 
need for new funds from the outside. Profits in excess of dividends can be 
plowed back but they increase the stockholders’ equity exactly as if new stock 
had been sold—and the owners expect at least as high a return on their in- 
creased holdings. Moreover, cash made available by depreciation must, when 
used for replacement, earn as much as the funds used for new ventures. In 
other words, replacement projects should take their place in line with new 
projects and must prove their financial advantage over a new project in order 
to have priority. 

Thus it is that all proposals stand on the same basis. Any proposal which 
does not meet the minimum acceptable rate of return is going to need some 
other kind of convincing justification to win the endorsement of financial man- 
agement. Nor is the picture complete until the dividend forecast is reviewed 
and modified by financial management on the basis of its intimate knowledge of 
stock-holder relationships. 

With these reviews and resulting adjustments made, the impact of the long- 
range capital expenditure forecast as it then stands can be studied. Some peaks 
and valleys can be removed by deferring an occasional proposal for a reasonable 
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period of time. If the need for new money, as shown by the forecast, is of 
temporary duration, it might be decided to finance entirely by bank loans. How- 
ever, if permanent financing is required, the type must be selected and a prob- 
able schedule laid out. 


Inclusion of Projects in the Annual Capital Budget 


Using the five-year forecast as background, it is now possible to more confi- 
dently prepare the annual capital expenditure budget, which is designed to cover 
the twelve months of the current year. In our company this is detailed by 
months and is laid out in much more detail than would be possible in the five- 
year forecast. It starts with the list of open authorizations and their unex- 
pended balances, each one of which requires a separate review if any significant 
amount of money is involved. These should be studied from the viewpoint of 
how much has already been spent, whether the job will be completed in the 
budget year, whether the total cost or the rate of return needs revision, whether 
its successful performance is contingent upon other capital expenditures not yet 
made, and whether its cancellation should be considered. Questions such as 
these should be asked by the financial executives and the operating management 
should know the answers. If the rates of return on projects already begun are 
computed, on the incremental basis of the remaining additional investment 
needed to make the project operative, their relative value would be clearly dem- 
onstrated. It should not always be assumed that every authorized project is ex- 
empt from the screening process, when some of them might possibly be can- 
celled with light or no loss. 

The new projects in the capital program then come up for scrutiny and are 
viewed largely as to their expected rate of return, whether they be replacenients, 
improvements or additions. At this point there is a tendency to crowd into the 
annual budget as many of the projects which may have been visualized in the 
five-year program as it can be imagined possible to get done or to start in the 
year ahead. Such a tendency is even more pronounced if the company has a 
policy of making it difficult or impossible to procure an authorization for a pro- 
posal which is not in the adopted annual budget. (In Atlantic items not in- 
cluded in the capital budget may be approved only at the top level.) 

As in the case of the five-year forecast, the capital portion of the budget is 
supplemented by profit and loss, cash, and balance sheet budgets. These are all 
reviewed by top management. Generally this review should produce no new 
shock, since the budget is amplification and refinement of the first year in the 
five-year program. However, if the difference is significant it will be necessary 
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to explain it in detail. Then the forecast monthly course of the cash position 
through the budget year is reviewed. Any contemplated use of long-term ren- 
tals or lease-back arrangements, as a substitute for capital expenditures, is scruti- 
nized to be sure that the fixed liability burden is not going to become a major 
burden. Any probable changes in dividends or labor rates are discussed. 

When top management has thus made its contribution and when the neces- 
sary adjustments have been made, the annual budget containing a detailed 
balance sheet, a profit and loss statement and the capital outlay program is ready 
for presentation to the board of directors for formal adoption. Its adoption 
establishes the pattern for comparison throughout the year by means of monthly 
performance reports and analyses of the deviations. However, the adoption of 
a capital outlay budget should not be interpreted as freezing anything in a way 
which would force management to follow a prescribed path if some better path 
could be discovered. A few companies have considered the adoption of a capital 
expenditure budget as the equivalent of authorization or appropriation, but the 
great majority continue to view the budget merely as the company’s road map 
on which the probable course has been marked, subject to change if circum- 
stances warrant it. 


Authorization and Construction Controls 


With us a capital project must have a formal authorization, even though in- 
cluded in the budget. This involves obtaining the appropriate endorsement and 
approval of various levels of line and staff representatives, with larger projects 
requiring the approval of the president. Considerably more detailed reviews 
are made in this phase and a study of the former planning steps are made to 
see whether the forecast conditions are still valid. 

If authorized, the project is now subject to a second series of reports covering 
its construction period. A monthly budget performance report, which is part 
of the overall performance report of the company, lists the actual capital ex- 
penditures as compared with the budget, both for the latest month and the 
year-to-date. This report is supplemented by a series of construction status 
charts for the larger projects, which show not only the progress of expenditures 
but also the progress of the construction. A third series of monthly reports fol- 
lows up the anticipated total expenditure of a project. It serves to assure man- 
agement that any sudden changes in the total cost of a project will quickly be 
brought to the attention of management for appropriate action. Any changes 
indicated are reported to top management monthly in the form of a revised 
forecast for the calendar year, which is compared with the original budget. De- 
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tailed cash statements are also revised on the basis of these changes and are 
submitted to the treasurer for cash control and financing purposes. 


Appraisal and Re-Appraisal of Profitability 


The detailed reports just discussed, covering the construction phase of a 
project, are commonly found in many companies. However, once the project 
starts operation, most companies do not require further detailed reviews. Many 
times the projects are lost in the maze of existing capital items and the profit- 
ability of the new facilities is not disclosed because of the problems presented 
by joint costs, lack of appropriate accounting records, or a lack of interest in 
making performance studies. The problem is further complicated when the 
project is an incremental one and it is obvious that one will never be able to tell 
what would have happened in performance if the project had not been carried 
out. 

However, it is just good business to test our forecasting to see whether, in our 
capital expenditure justifications, we are bringing to bear every known expense, 
investment, and. revenue applicable to the problem. We can make reviews of 
construction costs, of construction timing, of start-up costs, of supplemental in- 
vestments, such as inventories, receivables, etc. We may not be able to measure 
the incremental value of a marginal project, but we can tell whether the total 
profitability of a base project plus its increment comes up to their total forecast 
net income. (From this it may be possible to make subjective conclusions which, 
practically, will have the weight of a desired objective study.) Performance re- 
ports of this type can hardly be prepared for all the projects in the actual budget, 
but they can be applied to one project after another, so that a continuous process 
is under way. . 

From such factual performance data as are available, coupled with the type 
of estimates used when the project was justified, a reasonably sound performance 
comparison can be produced for this early life study, which might be within 
about five years. Generally, these first few years are the most significant and can 
almost tell the whole story. The study will show whether the project of five 
years ago has been able to stand alone and deliver its promised advantages or 
whether it has had to call for further capital help in order to fulfill its promise 
or whether it has used additional help without being able to hold up its end. 
Whatever the pattern of the comparison proves to be, it should be highly in- — 
structive and should serve to avoid similar pitfalls in the future. We have made 
informal reviews of some of our capital projects for many years. We are now 
giving serious corsideration to a formal capital justification performance report. 
MARCH, 1955 


923 


| 
q 
= 
| 


From this first step of the partial performance report, it is a relatively simple 
matter to complete the picture in the light of current information. If further 
capital expenditures are required to salvage the original project and if this in- 
cremental outlay can show a good incremental return, that situation can be in- 
dicated for future budget use. If the project is performing even better than ex- 
pected and gives promise of a long profitable life, this knowledge can lead to 
other investments of similar type. If the performance is considered hopeless, it 
should be a deterrent to further efforts in that direction. 

One of the weakest areas in the whole field of management of capital invest- 
ments is the lack of a continuous program for reviewing existing projects to de- 
termine their present and future profitability, in order to know whether or when 
the project should be abandoned. Projecting beyond the history of the first few 
years can give much valuable information to operating and financial management. 
If at any point in the life of a capital project its future earnings compared to its 
present worth (based on its market—not book—value) does not provide a rate 
of return equal to the company’s “minimum acceptable rate of return,” the 
project should be abandoned and a search made for better ways of investing the 
company’s money. 

Finally, even after abandonment, there must be a check to determine that the 
company has obtained the most it can from the salvageable portions of the 
project. In our company, idle land is appraised by the real estate department 
and, after discussion with the operating people, surplus land is turned over to 
the real estate department for sale. Salvageable materials are reported quarterly 
to the purchasing department which decides whether the equipment may be 
used on another project or whether it should be sold. This report is reviewed 
by the operating manager's committee to assure progressive disposal of this idle 
investment and to maximize the overall rate of return of the project. 


The Capital Expenditure Program in Its Entirety 
In summary, a good capital expenditure program includes the following steps: 


1. A careful study of each new idea. 4. A system of performance studies to 
2. Inclusion of promising projects in a provide confidence in capital expendi- 
five-year forecast, to avoid random ture justifications. 
growth. 5. A continuous reappraisal of existing 
3. The preparation of an annual budget projects to weed out the least profit- 
and supplemental reports to permit able. 
detailed control of the capital pro- 6. A close follow-up of abandoned proj- 
gram. ects to minimize idle investment. 
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How Much Uniform Accounting 
Under Decentralization ? 


by B. H. SEMLER 
Assistant Controller, Johnson and Johnson, New Brunswick, New Jersey 


Discussed in this timely article is the problem—largely but not wholly 
in the area of the accounting contribution to management—of how 
far to lay down rules of uniformity for reports and procedures to 
be issued from or followed at different locations of the same com- 
pany. Significant among points made is the observation that uni- 
formity in the procedural fabric of company-wide operations permits 
developments in any segment to be extended to all others. 


\ on PRACTICE OF DELEGATING AUTHORITY and responsibility to decentralized 

units within the larger corporate framework has been widely adopted to as- 
sure maximum initiative and participation on the part of operating management. 
A necessary parallel to the decentralization of operations is the decentralization 
of the related accounting functions. If accounting is recognized as primarily a 
“tool of management,” it necessarily follows that at least the reporting and con- 
trol functions must reflect the decentralized operations. Thus, under decen- 
tralization, it is found that the industrial cost accounting function generally is 
physically located at the individual plants. However, decentralization applies to 
more than physical location. An organization is centralized to the extent that 
decisions are made at relatively high levels in an organization. It is decentralized 
when discretion and authority to make decisions are delegated to factory and de- 
partmental supervision. 

The question of what specifically should be decentralized and the best organi- 
zation structure under decentralization are complete subjects within themselves 
and beyond the scope of this discussion. Suffice it to say that there is ample evi- 
dence within our own experience and that of others to emphasize the importance 
of decentralized accounting units working closely with operating personnel. 
Assuming, then, decentralized operations, to what extent must decentralization 
be restricted by standardization. 

The nature of accounting records and reports are such that they must serve 
many purposes. Unlike most other functions of business operations, where dif- 
fering policies and practices can exist without detrimental effects, the accounting 
function has the responsibility of overall corporate financial reporting on a 
generally accepted and, above all, consistent basis. This overall corporate re- 
sponsibility necessitates a certain amount of standardization within the decen- 
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tralized operating framework. The extent to which this standardization may 
be necessary and the methods by which it can be most effectively accomplished 
will be explored more completely in the remainder of this paper. 

It may be well in approaching this evaluation to dwell briefly on the question 
of terminology. We may not be using the right word to express the nature of 
what we are seeking to preserve under decentralization. Perhaps standardiza- 
tion, with its connotation of a rigid comparison with a standard, may have a 
significance and implication completely out of harmony with a philosophy of 
decentralization. The accounting requirements of consistency and comparability 
might best be described as a requirement for uniformity rather than standardi- 
zation. The dictionary defines uniformity as the “state or instance of being 
uniform, or unvarying, conformed under one pattern, etc., evenness, con- 
sistency.” Uniformity seems to imply a sense of participation much more con- 
sistent with the general philosophy of decentralization. 


When Is Uniformity Essential? 


In placing uniformity in its proper perspective, the first and basic ques- 
tion is to what extent uniformity should exist within decentralization. Analysis 
of this question results in three separate ones. When is uniformity essential? 
When is uniformity desirable? When is uniformity undesirable? As to the 
first, because of the overall corporate requirements of accounting, uniformity 
must be obtained, i.e., is essential, in those areas in which it is absolutely neces- 
sary to the consistent reporting of corporate financial results. This implies a 
requirement for uniformity in: 


1. Accounting policies—These would re- necessary in order to assure consist 
late such of ac- ency in treatment for consolidation. 
counting, ley, ote. 4. Basic accounti m—This require- 

2. Basic classification of accounts—The ment would 
necessity for consolidation of decen- ized units which are in the same gen- 
tralized units into a composite report- eral type of business. In these in 
ing obviously requires that the various stances, it would include a require- 
transactions be reflected in accounts ment for uniformity as to a standard 
on a uniform basis in all decentral- cost system, for example, and the re- 
ized units. lated requirements for uniformity in 

3. Summary reporti the basis for computing standard 
—This naturally the costs. 
form classification of accounts and is 


When Is Uniformity Desirable But Not Essential? 


In determining when uniformity is desirable, although not essential, it might 
be well to first establish that we should not have uniformity for uniformity’s 
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sake. At the same time uniformity should exist unless there is good reason for 
its absence. There are many tangible and intangible benefits from uniformity 
wherever it can be accomplished without penalty. Illustrations of desirable 
uniformity would include: 


|. Reports and forms receiving common a in operation in all decentral- 
distribution — wherever reports con- ized units, the company as a whole 
taining similar information are re- can expect maximum benefit from im- 
leased to the same individuals from provements initiated by any one of 
several locations, there is a distinct the several units. 
the information 3. Reports on comparable 
@ manner as if couinihens at decentralized units are 
— at all comparable, there is a very 
2. operations — this is definite management benefit from 
based on the assumption that there is comparing the performance between 
always one best way and that if it is locations. 


As to the first of these points, the recipients of reports should not be forced 
to orient themselves to many different forms purely to suit the convenience or 
fancy of the individual decentralized accounting units. The second is as readily 
demonstrable. 

An illustration of the desirability of uniformity where comparable opera- 
tions exist is in the construction of standard costs. Geographically decentralized 
operations have of necessity and because of size as well as location, different 
costs as well as different attainable standards of performance. Although the 
manner in which the accounting elements of costs are accumulated should be 
uniform, the best local purposes are served by not having uniformity in the 
area of the performance standards themselves. Thus, the cost sheet used to 
develop a product cost should be uniform if at all possible, but the specifica- 
tions for labor, material and burden will not be uniform and hence the costs 
themselves will not be identical. Uniformity of cost construction permits the 
ready comparison of costs and performance between decentralized units whete- 
ever a basis of comparison exists. 

The third consideration, uniform reporting of comparable operations, has 
also much to recommend it. With the proper competitive attitude, interest in 
inter-plant comparisons should exist, not only at the centralized management 
level but also among the managers of the respective plants. In order to get 
immediate benefit from such reporting, uniformity should exist to the greatest 
extent possible without penalty to the individual plant. For example, if iden- 
tical or very similar equipment is in operation at more than one location, com- 
parisons of utilization and efficiency in the operation of this equipment can 
be very beneficial. If the basis for measurement of utilization and efficiency 
differs between locations, a ready comparison cannot be made. If, however, 
the basic machine speeds or standards are established on a uniform basis and 
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performance measured against this standard, a ready comparison between op- 
erations is available. The problems of the individual unit can be taken care 
of by a secondary measurement of the acceptable degree of variation from the 
uniform standard. 


When Is Uniformity Undesirable? 


As implied earlier, uniformity should not exist where there is good reason 
for not being uniform. This would apply to reports primarily for local pur- 
poses and to accounting methods. With respect to the first, operations of indi- 
vidual plants, even though they produce identical products, cannot be exactly 
the same in all respects. Even if identical production facilities exist this is 
still true, since the individuals operating the respective plants would differ 
sufficiently to require different accounting information in order to adequately 
control their operations. For this reason, it is generally recognized that de- 
tailed accounting reports must be designed to fit the needs of the recipients. 
This basic reporting—and the accounting underlying it—should not be uniform, 
nor should consideration be given to making it uniform if uniformity at all 
interferes with the requirements of the localized unit. For example, reports 
on material usage, labor downtime, etc., designed primarily as tools of line 
supervision, can and probably should differ completely between locations, The 
detailed requirements for proper control over various cost elements are not 
static and, therefore, in order to direct reporting to areas requiring attention, 
flexibility must definitely exist. 

Because of the requirement for comparability, however, it is necessary, even 
in these instances, that uniformity exist in the general classifications into which 
the localized reporting is eventually summarized As an instance, although 
material usage reporting may be completely different among plants, the basis 
on which material usage variances are determined must be uniform in order 
to provide for consolidation of accounting information as well as for pos 
pible comparison with other plants. 

The accounting methods used to accomplish the desired results, again of 
necessity, must vary between units or locations if for no other reason than the 
size and personnel makeup of the plants. One unit, because of available 
capacity, may place a procedure on tabulating equipment, while another unit 
may not have such equipment or may not have capacity to perform this pat- 
ticular procedure. This difference of method is not significant in itself as long 
as the end result dovetails into the requirement for overall uniformity. Indé 
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vidual methods, therefore, are generally best left to the judgment and initia- 
tive of the decentralized accounting units. 

From the foregoing, it is apparent that the borderline between desirable 
and undesirable uniformity may in some instances be rather fine. As a good 
tule of thumb, it is suggested that the question of uniformity should be con- 
sidered and evaluated whenever a change in the report, procedure, or opera- 
tion would at all affect interplant or customer relationships. 


Policy in Establishing Uniformity 


Following identification of essential, desirable, and undesirable areas for 
uniformity, the next question is, how uniformity can be best accomplished where 
it is to be applied. Uniformity within the philosophy of decentralization im- 
mediately implies a requirement for participation by all units in the decisions 
to be made. Therefore, there cannot exist a completely centralized control func- 
tion dictating specifications for uniformity wherever applicable. The need 
for uniformity and the basis of accomplishment must be present in the atti- 
tudes of the individuals functioning in the decentralized organization. The 
accomplishment of uniformity should generally be the product of cooperative 
exchange of ideas and information and a common agreement as to the desired 
basis of uniform operations. 

There is, of course, necessity for.a'centralined fanction as a. final clescing 
point for differences of opinion and decisions on policy questions. In the 
accounting areas, this centralized decision-making function rests with the con- 
troller. The extent to which this centralized function must force uniformity, 
however, should be very limited. If frequent reference must be made to a cen- 
tralized decision-making function to dispose of differences between decentralized 
units, then uniformity by participation is not functioning properly. It should 
only be the exceptional case for which the centralized decision need be made. 
Otherwise definite danger exists of a very rapid trend towards centralization. 

The participation of decentralized units in establishing and maintaining uni- 
formity requires that there be a very effective means of communication. Gen- 
eral channels for the free exchange of information are provided by correspond- 
ence, meetings, and conferences. In addition, an assurance of full participa- 
tion and communication may be provided for in the organization structure by 
means of the centralized staff function for methods and procedures and the 
designation of a liaison position. 

The methods and procedures function should be an impartial and objective 
service unit available to all as a channel of communications and a clearing house 
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for ideas. At the same time, it carries the responsibility for exercising its own 
initiative in the direction of satisfying requirements for uniformity. The 
liaison position should provide for an objective coordination of all operating 
and service units. It supplements the normal channels of communication and 
insures the maintenance of participation by all units. 

Coupled with participation on the part of decentralized units in matters re- 
lated to company methods and procedures is the requirement that the individuals 
at the respective locations develop an attitude which is considerably broader 
than the coverage of their particular operations. The breadth of attitude must 
be sufficient to accomplish an evaluation and understanding of what is best 
for the company as a whole. If all differences with reference to uniform prac- 
tice are disposed of on this basis, there should be very few differences which 
need to be referred to a centralized decision-making function. 


No Damper On Initiative 


An understandable question, when considering uniformity, is the extent to 
which uniformity might be considered to stifle the initiative of the individuals 
in the decentralized organizations. In view of the discussion of participation 
above, it should be obvious that, rather than stifling the initiative of individuals, 
uniformity should provide individuals with a greater initiative and with greater 
opportunity to exercise their individuality, since the benefits from the exercise 
of individual effort may well extend beyond the scope of the specific unit. 
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Methods of Measuring and 
Controlling Distribution Costs 


by HAROLD E. GANNON, JR. 
Assistant to the Treasurer, Sorensen and Company, Inc., Stamford, Conn. 


Attention to interrelationship of categories of distribution costs fea- 
tures the present paper which, in pursuance of aids usable in man- 
agement jor the improvement of distribution policy and cost conirol, 
explains and exemplifies a means of product and customer allocation 
in this area, designed to help identify more and less favorable al- 
ternatives. The author looks forward to a time at which such data, 
as now with factory costs, will be included in the cost system proper. 


T= COST INCURRED from the time an article is manufactured and placed in a 

stockroom until it is converted into cash represents a large portion of the 
sales dollar. Development of ways and means for measuring and controlling 
these distribution costs is a segment of accounting which is comparatively un- 
developed. This is doubtless in part because distribution costs are much more 
difficult to measure than manufacturing costs. The agencies employed in distri- 
bution are numerous and varied in character. This is especially apparent in con- 
trast with production. A concern manufacturing refrigerators will, basically, 
machine its parts in a manner similar to that employed by all other manufactur- 
ers. In distributing the product, however, the concerns may employ highly dif- 
ferent agencies. One concern may sell its product through large mail order 
houses. Another may rely upon advertising and house-to-house salesmen. The 
problem of which agency or combination of agencies to employ is one to be de- 
termined with the aid of distribution cost analysis. 

In addition, there are psychological factors involved in distribution costs 
which are not present in manufacturing costs. The action of the buyer as well 
as the salesman must be considered, whereas, in production, the worker alone 
supplies the human element and his activities may be directly limited to the 
mechanics of the task. Some distribution activities, such as delivery of goods, 
may be as mechanical as production. However, the effort of a salesman of elec- 
tronic equipment to persuade a customer to place a ten thousand dollar order 
with his concern rather than with a competitor, when prices and specifications 
are identical, certainly is not a purely mechanical task. The lack of control over 
customers and competitors present far more variables in marketing than in 
production. 
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USE OF MULTIPLE BASES FOR ALLOCATION OF DISTRIBUTION EXPENSES 
DISTRIBUTION Total Direct value dealers jobbers orders tonnage 
Percentages 

Outside sales expense: 

Jobber salesmen 50% 50% 

Dealer salesmen 100% 
Administrative and office expense: 

Sales records 20% 30% 50% 

Order and billing 100% 

Traffic 100% 

Transcribing 50% 20% 30% 

Filing 25% 75% 

Amounts 

Outside sales expense: 

Jobber salesmen $60,000 $30,000 $30,000 

Dealer salesmen 100, 000 $100,000 
Administrative and office expense: 

Sales records 3,000 600 900 $1,500 

Order and billing 15,000 15,000 

Traffic 2,500 2,500 

Transcribing 3,000 1,500 600 

Filing 1,500 375 1,125 
Direct charges 150,000 150,000 
Tonnage charges® 15,000 15,000 
Total $400,000 $150,000 $46, 500 $103,600 $41,775 $43,125 $15, 000 

( *These categories f lly detailed on it list.) 
EXHIBIT 1 


Allocating Distribution Costs By Function to Products, Customers 

In spite of the many difficulties presented in analyzing distribution costs, var- 
ious methods for measuring and controlling them to a certain degree may be 
employed. It must be emphasized that controls and standards cannot be as exact 
or as accurate as those used for measuring production costs, although a few 
direct distribution costs, such as salesmen’s commissions, present no analytical 
problem, providing sufficient detail records of them are kept. These costs may be 
assigned directly to a product or customer class. 

However, the greater part of distribution costs are indirect. To facilitate their 
allocation, these indirect expenses are classified into functional cost groups. In 
a typical manufacturing business, these functions might be investment in finished 
goods, packing and shipping, billing, collections, advertising, etc. Variability a 
well as function must be considered. Care should be taken to be sure that all 
expenses included in a group for measurement purposes are not only closely re 
lated but also vary according to the same factor of measurement. Thus, sales 
men’s salaries can be combined with rent paid for their offices, but it would be in- 
correct to combine billing and collection expense. Billing costs vary with the 
number of lines on the invoice while collection costs more closely follow the 
number of separate invoices. 
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The wide range of marketing activities in which a concern may engage makes 
it difficult to set forth any representative functional classification of distribution 
However, there is presented below an illustration of functional cost 
groups and bases of their allocation. In reviewing this grouping it may be noted 
that functional activities related solely to commodity characteristics are not allo- 
cated to customers and those related solely to customer characteristics are not allo- 
cated to commodities. For example, storage and investment cost would not be 
allocated to customers, because these activities are not usually related to cus- 
tomer characteristics and because they would not be effected by short-run changes 
in the number of customers. The illustration follows: 


BASIS OF ALLOCATION 


Functional Group To commodity To customer 
in finished Average inventory value Not allocated 
goods 
aegis Floor space occupied Not allocated 
s 
3; Order assembly 4 of | aaaaes han- Number of invoice lines 
ing un 
4. Packing and shipping | Weight or number of ship- Weight or number of shipping 
ping units units 
5. Selling : Time study Number of sales calls 
6. Advertising Cost of space of specific Cost of space of 
product advertising product advertising 
7. Billing Number of invoice lines Number of invoice lines 
8. Credit extension Not allocated Average amount outstanding 
9. Accounts receivable Not allocated Number of invoices posted 
10. Transportation Weight or number of Weight or number of shipping 
shipping units units 


Allocation of cost is, in effect, made by a proportion. If the average inventory 
value of Product X is one per cent of the total average investment value of all 
finished products, it is charged with one per cent of the investment cost for 
the period. By taking the sum of the shares of the various functional costs which 
are allocated to a product and adding any direct cost chargeable to it and sub- 
tracting from the sales dollar value of the product, we may find its relative 
profitability. 

In the case of distribution analysis by product, it may be desirable to incor- 
porate more than one basis in allocation of a particular expense. To illustrate, let 
us assume that a manufacturing concern classifies its distribution cost as follows: 


Outside Sales Expense Administrative and Office Warehouse Expense 
Jobber salesman Sales records Warehouse salaries 
Dealer salesman Order and billing Warehouse expense 
Traffic Trucking 
Transcribing 
Filing 
Statistical 
Accounting 
Credit 
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As a result of past experience and time studies, the company establishes a basis 
by which these expenses are to be distributed to various lines of product. A por- 
tion of these are illustrated in Exhibit 1, the top half of the table displaying 
percentages and the lower half an example of dollar results. 

Using the figures in Exhibit 1 we may assume the following facts relative to 
products: 


TOTAL Prod.X % Prod. Y % Prod.Z % 
Direct expense $ 150,000 $ 60,000 $ 80,000 $ 10,000 
Sales value 2,000,000 100 1,000,000 50 800,000 40 200,000 10 
No. dealers 120,000 100 48,000 40 48,000 40 24,000 20 
No. jobbers 3,000 100 1,000 33 1,500 50 500 17 
No. orders 20,000 100 2,000 10 8,000 40 10,000 50 
Tonnage 40,000 100 30,000 75 8,000 20 2,000 § 


It will be seen that the total sales value of all products is two million dollars. 
Of this total, Product X accounts for fifty percent, Product Y forty per cent, 
and Product Z ten per cent. Of the 120,000 dealers, forty per cent apply to 
Product X, forty per cent to Product Y, twenty per cent to Product Z, etc. 

We had already seen that the $46,500 was to be distributed to products in pro- 
portion to total sales value. Since Product X represents fifty per cent of total 
sales value, half of $46,500, or $23,250 will be allocated to it. Forty per cent 
or $18,600 to Product Y, and ten percent or $4,650 to Product Z. In total, we 
can determine that $154,178 of our total distribution cost applies to Product X, 
$181,178 to Y and $64,644 to Product Z as follows: 


TOTAL % Prod.X % Prod.Y %  Prod.Z % 
Direct exp. $150,000 $ 60,000 $ 80,000 $10,000 
Sales value 46,500 100 23,500 50 18,600 40 4,650 10 
No. dealers 103,600 100 41,440 40 41,440 40 20,720 20 
No. jobbers 41,775 100 13,925 33 20,880 50 6,962 17 
No. orders 43,125 100 4,313 10 17,250 40 21,562 50 
Tonnage 15,000 100 11,250 75 3,000 20 750 § 
Total exp. $400,000 100 $154,178 39 $181,178 45 $64,644 16 


A manufacturer may prefer to show commodity and customer cost allocation 
on a related basis rather than a parallel basis. This may be accomplished by 
using a table for each function which shows commodity classes on the left and 
type of customers across the top. Such a table is shown below for the functional 
group of transcribing costs: 
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TRANSCRIBING EXPENSE 


Commodity Mfg. Dealer Jobber MailOrder Chain Total 
750.00 A 
x 257.40 257.40 128.70 321.75 321.75 240.00 B 
297.00 C 
600.00 A 
Y 258.00 258.00 129.00 322.50 322.50 240.00 B 
450.00 C 
150.00 A 
Z 84.60 84.60 42.30 105.75 105.75 120.00 B 
153.00 C 
Total 600.00 600.00 300.00 750.00 750.00 3,000.00 


The first task is to explain the figures in the column at the extreme right. 
In line with the percentages in the upper half of Exhibit 1 and assuming a 
$3,000 total cost for transcribing, $1,500 will be distributed to the product on 
the basis of sales value, $600 on the basis of number of dealers and $900 on 
the basis of number of jobbers. Using the product allocation also indicated in 
brief tables above, the $1,500 distributed on the basis of sales value is appor- 
tioned (Key A) fifty per cent to Commodity X, forty per cent to Y, and ten 
per cent to Z. The $600 distributed on the basis of number of dealers is ap- 
portioned (Key B) forty per cent to Commodity X, forty per cent to Y and 
twenty per cent to Z. The $900 distributed on the basis of number of jobbers 
is apportioned (Key C) thirty-three per cent to X, fifty per cent to Y, and sev- 
enteen per cent to Z. This distribution is entered in the space in the column 
on the right in line with the particular product. Next the totals in the right hand 
column are distributed to the various customers on the basis of allocation of the 
functional cost group. For this distribution in the table above it is assumed that 
an analysis of invoice lines indicates an apportionment of twenty per cent for 
manufacturing customers, twenty per cent for dealers, ten per cent for jobbers, 
twenty-five per cent for mail order, and twenty-five per cent for chain stores. 

One of these forms is used for each functional cost group. If the cost group 
is one whose activity varies primarily with customer characteristics, a similar pro- 
cedure is used for customer allocation, which will be made across the bottom 
first by customer class and these totals distributed upward by commodity. When 
all cost groups have been allocated, a summary form can be used to get totals. 
All figures appearing in corresponding cells are added together, the totals being 
the costs for the individual transaction group. The sales dollar values are entered 
on the summary form and the total allocated cost by the transaction groups and 
by customer and commodity class are subtracted from corresponding sales to 
determine relative profit. 
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233,196 854, 800 
266,619 1,139, 700 
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1991 25. 935 
3. 025, 256. 
202,715 . 374, 300 200, 9463 
174,617 1, 044, 400 45, (8, $80) 
Totals for $2,523,098 35, 625, 000 100 $2,523,498 20,032, $85, 000 100 7. 523,498 
EXHIBIT 2 


Cost analysis by product and customer provides a powerful tool for discover- 
ing relatively unprofitable segments of the business. However, investigation 
would not be complete without analysis by order size groups, since the size of an 
order is a most important factor in its effect upon cost and profits. The size of 
the order for the individual product can be measured either by number of units 
of product per invoice line extension or by dollar value per invoice line exten- 
sion. The process of getting cost by invoice lines is similar to the process for 
obtaining commodity costs. The table below illustrates functional classification 
of cost and the basis used in allocating these costs to two kinds of order size 


groups: 
BASIS OF ALLOCATION 


TO SALES CLASSIFIED BY TO SALES CLASSIFIED 

FUNCTIONAL COST NO. OF UNITS OF PRODUCT BY $ VALUE OF WHOLE 

GROUP PER INVOICE LINE ORDER 
|. Order assembly Number of units or time study Number of invoice lines 
2. Packing and shipping Number of units Weight or number of shipping units 
3. Transportation Number of units Weight or number of shipping units 
4. Selling Number of invoice lines Number of invoice lines 
5. Order entry Number of invoice lines Number of invoice lines 
6. Billing Number of invoice lines Number of invoice lines 
7. Credit extension Not allocated Number of orders © 
8. Accounts receivable Not allocated Number of orders 


Analyzing Sales Yield of Districts and Territories 


Volume appraisal by territory or district will, in some cases, also be useful 
in directing sales effort, especially in relationship to known cost characteristics 
of the several areas. Where the various territories or districts are operated by 
the home office sales manager, there is some question as to the value of sales 
territory analysis. Other bases, such as cost by major trading or marketing areas, 
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cost in towns of like population, cost by routes, etc., are likely to be more sig- 
nificant. However, in cases in which the territory is operated as a partly inde- 
pendent unit, with a district sales executive, territorial analysis is useful in know- 
ing where to throw the weight of costs most productively. 

As a means of measuring territorial sales efficiency, we can employ a chart 
such as that illustrated in Exhibit 2. This relates current volume first to popu- 
lation figures and then to statistics covering retail sales. In the first column, the 
sales for the period have been entered. The second column shows the popula- 
tion of each territory. This information can be obtained from the Department 
of Commerce decennial census. The third indicates the percentage of each ter- 
ritory’s population to the total population. The fourth column shows the pro- 
portionate sales each territory should produce based on population (total com- 
pany sales multiplied by the percentage in Column 3). Deficiencies for territo- 
ries below company average are shown in column five. Retail sales in each area 
(as published by Sales Management or like publication) are shown in Column 
6. The seventh column shows the percentage which annual retail sales in each 
territory bear to the annual total of all territories. The normal relative volume 
for each territory, based on buying power, is shown in Column 8, (total sales 
percentage to retail sales of all territories multiplied by each territory's per- 
centage.) The ‘inal column shows the difference of each territory's sales from 
the company average established in the preceding column. 

Examination of Column 8 indicates that the sales in Territory 2 are barely 
above expectancy based on population but very high based on purchasing power. 
This is an example of use to which the table may be put and indicates that the 
salesman in the territory is doing a good job. There are, of course, other factors 
to be considered in appraising territorial performance, besides those presented 
in the above analysis, i.e., competition, normal flow of trade, customer prefer- 
ence, etc. These factors cannot be found in published indexes. They must be 
resolved by the sales manager’s knowledge of the area and considered in judging 
the results of the analysis. 


Using of Volume-Related Standards for Distribution Costs 


Historical analysis of cost, even with the light of sales performance shed 
upon it, is not sufficient for effective managerial control. Management must 
know what the distribution costs should have been as well as what they are. 
Standards may be established on a basis which links past costs to possible future 
conditions. If standards are set for the various functional costs, then. charges 
to current operations are made on the basis of these costs as applied to actual 
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DATA ASSUMED FOR ILLUSTRATION OF 
VOLUME-RELATED DISTRIBUTION COST STANDARDS 


Planned sales: 


Product Orders Units Amount 
A 200 400 $8,000.00 
B 800 1,600 16, 000. 00 
Standards have been developed for distribution expenses as follows: 

1. Advertising 2% of sales 

2. Salesmen's salaries and expense 5% of sales 

3. Order filling expense 20 cents per order 

4. Handling 40 cents per unit for Product A and 


10 cents for Product B per unit. 
Cost on the basis of budgeted volume should be as follows: 


1. Advertising (2% of $24, 400. 00) 
2. Salesmen's salaries and ue, (5% uf $24, 000. 00) $ 480.00 
3. Order filling expense (1,000 x . 20) 1,200.00 
4. Handling 200.00 
Product A (400 x . 40) $160.00 
Product B (1600 x . 10) 160. 00 
P Total 
Assume that actual results for the month were as follows: . 
_ Orders Units Sales Amount 
280 500 $10, 000. 00 
600 1,200 12,000.00 
Total Deferred to next month Cost for month 
Advertising $ 470.00 $ 70.00 $ 400.00 
Salesmen's salaries 1,200.00 1, 200.00 
Order filling 190. 00 190,00 
Handling 450. 00 50.00 400.00 
EXHIBIT 3 


sales volume. Variations of actual cost from standard cost are periodically 
charged or credited to variance accounts to reflect the causes of the variances. 

An illustration is provided in Exhibit 3 which assumes that a concern has 
developed a program for one month, under which $480 is to be spent for adver- 
tising and $1,000 for salesmen’s salaries and expenses. This sales effort is ex- 
pected to produce a certain volume of sales. This planned volume, together with 
standard costs for it, and the actual sales and cost results are given in Exhibit 3. 

This program called for an advertising expenditure of $480 which was to 
produce $24,000 of sales volume. The actual expenditure applicable to this 
month was $400 ($70 is deferred as it pertains to efforts for volume in sub- 
sequent period). The $400 expenditure produced actual sales of $22,000. Since 
this volume of sales should require an advertising cost of $440 (2 per cent of 
$22,000), there is an efficiency credit of $40 indicating that advertising pro- 
duced results above standard. 

The program also called for salesmen’s salaries and expenses of $1,000. The 
standard allowed this to go up to $1,200. This should have produced sales of 
$24,000. The actual sales of $22,000 justified an expense of only $1,100 (5 per 
cent of $22,000). Hence, there is an efficiency debit of $100 indicating inefi- 
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ciency upon the part of salesmen. One might object to this conclusion on the 
grounds that salesmen could have reached the $24,000 volume, had they been 
backed by the full advertising effort as planned. This presents a problem of 
co-ordination. If the sales executives were informed of the revision in advertis- 
ing expense, the efforts of the individual salesmen could have been changed 
to conform to these revised plans. Instead, the advertising division reduced 
costs 16.7 per cent whereas the sales division increased cost 9.1 per cent. The 
failure to coordinate effort resulted in lost selling effort of $60 ($100 salesmen 
inefficiency, less $40 advertising efficiency). 

The order-filling expense was $190 whereas it should have been $176. Part 
of this difference may be due to reduced volume. Some of it, however, is prob- 
ably due to excess cost arising from inefficiency. The handling expense should 
have been $320. Actually, it was $400. This difference may be due to the re- 
duction in volume or to a shift in type of product. It is likely that a portion 
of the excess cost is due to inefficiency. 

The foregoing instance and discussion of it is given here as an example of 
how standards can be used to control distribution costs. Control cannot be ab- 
solute, for the factors to consider in setting distribution standards are too numer- 
ous and varied for that. As previously pointed out, psychological elements and 
continuous readjustment to differing distribution agencies make distribution 
acivities difficult to standardize or measure. 


A Pioneering Challenge 


Distribution cost analysis is a relatively new field. Methods of measuring and 
controlling these costs are still in the pioneer stage. Such costs are not usually 
tied in with financial records but rather operate outside the books of account. 
It is not generally accepted accounting practice to charge distribution cost to 
cost of goods sold for the current period. Even though costs are allocated to in- 
dividual products for statistical analysis, the totals of these costs are considered 
as expenses in regular accounting records and are charged directly against the 
income for the period. 

It is the writer’s belief that, as the field of distribution cost accounting is 
developed, as management and management accountants become more conscious 
of the importance of distribution costs and the large portion of the sales dollar 
they represent, better methods of measuring and controlling these costs will be 
developed and distribution costs will take their proper place beside manufactur- 
ing costs in the financial records rather than remaining a mere tool for statistical 
analysis. 
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Planned Profits for the Factory 


by ALLAN L. RUDELL 
Chief Cost Accountant, Minneapolis-Honeywell Regulator Co., Minneapolis, Minn. 


The concept of factory sales, making it possible to plan factory op- 
erations as those of a complete profit-yielding enterprise, is the start- 
ing point of the accompanying article which incorporates description 
of procedures for placing in the hands of the factory manager and 
foremen the full complement of accounting aids to effective opera- 
tions. It emphasizes the thought that management at all levels is a 
process of many minds, however much it may culminate in single 
responsibilities. 


| eae AIMED AT COST REDUCTION and cost control have become the popu- 

lar answer to the problem created by increasing labor and material unit costs. 
Such programs, even though successful in reducing costs, will not necessarily 
result in greater profits. To lower costs, just for the sake of lowering costs, and 
without proper consideration of quality, design, manufacturing process, etc., 
might actually result in less profit. It is conceivable that a greater profit can be 
attained by increasing some costs. Therefore, a sound profit plan must come first 
and then an expense plan will follow. The approach we have taken to imple- 
ment this thought in one of our divisions is in many respects unique. The 
program outlined in this paper, as presently operated, is limited to the gross 
profit (factory profit). It is the factory management's plan for the factory con- 
tribution to the profit picture. 


Form of Factory Profit Statement 


Our basic departure from financial accounting was in establishing a factory 
sale figure in place of net sales or billings, as the potential sales value of prod- 
ucts completed and delivered to finished stock. For this purpose we established 
and used standard selling prices. Sales for the factory's planning-for-profit pro- 
gtam represents the value at these prices of goods produced and delivered to 
finished stock, rather than sales to customers. Future sales dollar figures are 
computed by multiplying the specific products contained in the production 
schedules by the appropriate standard selling prices. The standard selling prices 
are fixed rather than current actual prices, so that the factory yardstick will not 
fluctuate with changes in current selling prices. The itemization of the factory 
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operating staternent form, used both for planning and results, is shown below 
in comparison with the itemization of the company operating statement: 
FINANCIAL OPERATING STATEMENT FACTORY OPERATING STATEMENT 


Sales (Billings) Factory "Sales" (Produced) 
Shipments to customers Deliveries to finished stock (at standard 
selling price) 
Parts sales 
Interplant shipments 
COST OF GOODS SOLD COST OF GOODS PRODUCED 
Beginning inventory (at standard) Direct labor 
Additions (at standard) Indirect labor and manufacturing expense 
Direct labor 
Indirect labor and manufacturi Material usage: 
expense i Purchased parts 
Material purchases Raw material 
Interplant purchases Net change in work-in-process (-+ or —) 


Ending inventory (at standard) 
Cost of goods sold (at standard) 
Amortization of variances 

Cost of goods sold (at actual) 


GROSS PROFIT FACTORY PROFIT 


Bases of Figures Incorporated in the Plan 


The first step toward establishing a factory profit goal for a future period be- 
gins with a complete production schedule by products. The production schedule 
is based upon market research and upon planning for future inventory require- 
ments (both finished goods and in-process), which are complete studies in them- 
selves. For our purpose, however, it is sufficient to comment that they are avail- 
able. The production schedule is interpreted to factory management and to fore- 
men in terms of crew sizes, equipment, direct material, and supplies required. 
On the basis of this information, factory superintendents and supervisors deter- 
mine the costs mecessary to accomplish the production schedule, inasmuch as one 
basic principle of this program is that the profit plan in its entirety is estab- 
lished by those who incur the costs and who are, therefore, in the best possible 
position to control them. Time studied standards are used as the basis for esti- 
mating the direct labor. History combined with the foremen’s future plans serve 
as a guide for estimating indirect labor and operating supplies. Bach item of 
cost is considered and projected individually. 

Departmental plans (Exhibit 1) are made by the assistant foremen, the first 
line level of factory management, and build up on organizational lines into a 
complete factory operating statement. When all the departmental forecasts of 
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cost have been submitted and approved by the general foremen, they are sum- 
marized into a complete operating statement which is related to the planned 
production. The value of this scheduled production represents factory sales for 
the planned month. The total of projected labor, burden and direct material 
represents the cost of goods produced (adjusted for in-process inventory). The 
difference is the factory profit. 

The proposed plan is then presented to the factory manager, showing the 
profit level at which the factory plans to operate during the period involved. 
This presentation is made in writing at a meeting of factory management. Any 
questions concerning the plan are answered on the spot. At this time the fac- 
tory manager is able to make the decisions affecting expenditures before they 
are made. Many items of projected cost bring to his attention specific plans and 
decisions which have been made at a lower level of management. If satisfactory, 
the plan is accepted as presented. If revisions are needed, the factory manager 
returns the plan to the foremen and their supervisors, with specific recommen- 
dations. When finally accepted, the plan becomes the goal for the period fore- 
cast. 


Reporting Weekly and Monthly; Effecting Changes 


Each week during the month, production and costs are reported for the pre- 
ceding week. Accomplishment is compared with the approved plan. The com- 
parative reports go to everyone concerned, from foremen to factory manager. 
Exhibit 2 is an example of the form of recording the weekly expenses. At the 
end of each month the complete statement of actual operations is posted to large 
wall-charts, along with the planned (forecast) operating figures. This com- 
parative statement is then reviewed and analyzed in a general meeting of the 
factory manager and his superintendents. During this meeting these individuals 
discuss the reasons for success and for failure in meeting the plan. They agree 
on action for further improvements and to prevent repetitions of failures. At 
first there were many wide variations from planned performance. As the pro- 
gram continued, factory management became more familiar with the operating 
statements and reports and is now much more sensitive to the significance of 
day-to-day decisions and the effects of these decisions on profits. 

We have provided for unforeseen circumstances which might necessitate 
changes in forecast expenses. When a department head is requested to change 
his production schedule or to perform a function not provided for in the orig- 
inal forecast, he may submit a request to deviate from his original plan if extra 
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expense is involved. Management is made aware of the change. Thus, the de- 
cision to deviate can be made before the additional cost is incurred. The alter 
native would be to make the additional expenditures and then explain the vati- 
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ance after the money has been spent. We are convinced the best way to control 
profit is to make all decisions before the expenses are incurred. 


How the Foremen Were Introduced to the Planning Program 


The ultimate success of a program such as ours depends upon the enthusiastic 
and universal participation at all levels of factory management. Foremen and 
factory supervision incur the costs. They are the people who can make sure 
that labor, materials, and supplies are used to the best advantage. In addition, 
the people who use the program must understand it and must be sold on it. If 
they are not, the program cannot work. 

One major step in carrying out our philosophy was to instruct the factory 
operating supervisors in some basic accounting procedures and terminology. It 
was necessary that they have a working knowledge of the various documents 
which they sign and that they understand how these papers produce the cost 
records of their departments. Foremen are responsible for production, quality, 
labor relations, carrying out company policies, and many other equally important 
functions. They are, in general, reluctant to analyze or to use accounting data. 
This stems, I believe, from a feeling that accounting is a very complex “science.” 
In addition, the task of cost control is often considered an unpleasant one. As 
a result, the foremen used to place the study of accounting reports and the task 
of cost control near the bottom of their list of responsibilities. Our instruction 
convinced foremen of the need for cost control and the value of cost reports. 

When most of the procedures were agreed upon and had been tried for a 
period of a few months, the entire factory supervision was given a complete in- 
troduction to the planning-for-profit program. The explanation dealt with the 
overall objectives of the program and the anticipated impact on the entire or- 
ganization. The explanation did not limit itself to any one area. As a follow-up 
to this introduction, a series of conferences was held with the foremen. Ac- 
counting personnel acted as discussion leaders. These sessions were planned to 
take the foremen through the detail phases of the program and give them a very 
elementary introduction to the accounting principles involved. The confer- 
ences were of the question-and-answer type. Active participation of the fore- 
men indicated that we were off to a good start. There were several weekly 
sessions. The groups were kept small enough to provide for discussion of indi- 
vidual problems. To promote further understanding and cooperation in the 
factory, the report forms were arranged and prepared on the basis of suggestions 
made by the foremen. In some cases, account descriptions of expense items were 
changed to express them more clearly in the foremen’s language. 
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More and Better Management 

The first months of application were difficult and, in many instances, actual 
results varied greatly from forecasts. In the process, we learned a great deal 
about forecasting. We also became more convinced of the benefits of planning 
the future to realize maximum profit. We soon discovered that there was no 
simple formula which could be applied to all accounts or departments. Even 
the same type of expense in various departments had different sets of circum- 
stances which governed its change from one period to the next. Therefore, in 
projecting an overall plan, we could not assume any uniform relationship ap- 
plicable to all departments, between items of cost and production levels. 

At this point it should be noted that accounting department was called upon 
to meet the special needs of the factory operating departments. The new em- 
phasis in records and reports for factory management is not only accuracy but 
accuracy and speed. Basically, we report from source documents rather than 
from published accounting statements. We now pick up costs before they are 
processed through formal accounting routine. The result is that we furnish fac- 
tory management with accurate costs within two days after the week in which 
they are incurred. We are doing what we once felt to be almost impossible. 

The program is basically simple and straightforward and embodies application 
of principles deserving of emphasis. The frame-work of the program can be 
summarized as follows: 


1. The factory is given credit at the time 4. All major expenditures are decided 


2. Each de nt head is held accoun- 5. The re and accounts are 
actually control. profit by their use. feonel accounting 


goals erested by these procedures are by-passed in order to 
be wi can make information quickly available. 
best control 


Every man in operating management, from assistant foremen to the factory 
manager is actively and constantly working on planning for profits. During a 
recent period in which we would have expected costs to rise (for numerous 
specific reasons), we have actually accomplished lower costs than expected. We 
firmly believe that the success of this program does not lie in the forms or pro- 
cedures employed. Rather, the plan has succeeded because those who will use it 
helped create it. They understand it and they are convinced of its benefits, 
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Manpower Budgeting for Control of Labor Costs 


by ALWYN M. HARTOGENSIS 
Chief Methods Consultant, Ebasco Services Inc., New York, New York 


On the basis that even the most able of first-line supervisors can work 
best in terms of the tangibles of his daily task, the present author 
proposes manpower (not manhour and surely not dollar) budgets 
for “grass roots’ control of direct and indirect labor costs. This pro- 
posal is made concrete in sections of the paper which follow through 


to application. 


T IS GENERALLY RECOGNIZED that 

control of costs, to be effective, must 
be applied at the point where the 
power to incur or avoid costs exists. 
But it is less generally recognized, in 
practice, that the cost of any operation 
or transaction is a resultant or product 
of several elements, such as quantity 
and price, or quantity, quality, and 
price, and that the power to influence 
the several elements of the resultant 
cost may exist in different places in the 
organization. 

Labor costs represent a case in point. 
The supervisor may be responsible for 
the grade or rating of employee as- 
signed to a task and for obtaining a 
satisfactory rate of good production 
from the employee (which is equival- 
ent to the number of employees re- 
quired to meet the work schedule), but 
he has little or no responsibility or con- 
trol over the hourly rate paid to an em- 
ployee in a specific grade. The action 
which he can take to control his labor 
costs must be in terms of men, rather 
than in terms of labor dollars spent. 
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The results of his action will be re- 
flected in dollars. 

Control over the remaining element 
of labor costs, the scale of hourly or 
other rates, is a responsibility of other 
levels of management than first-line 
supervision. The determination of such 
rates is dependent on external factors, 
such as collective bargaining, the gen- 
eral level in the industry and in the 
community, and the cost of living. Re- 
sponsibility for the level of rates, 
which is controllable in any event only 
to a limited degree, resides with higher 
echelons of management and with the 
company’s representatives at the bar- 
gaining table. 

First-line supervision, for the pur- 
pose of this discussion, refers to the 
lowest level in the management hier- 
archy which can be held accountable 
for the use and performance of the 
nonsupervisory employees. The use of 
the word “accountable,” in this respect, 
not only implies responsibility with 
corresponding authority but it also im- 
plies and requires the existence of rec- 
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ords by means of which the results ob- 
tained by the accountable supervisor 
can be measured and reviewed. In 
some companies, assistant foremen are 
in charge of small groups of workers 
but have no measured responsibility for 
performance, that is, the budgets and 
accounts do not segregate the perform- 
ance of these small and often fluctuat- 
ing groups. In such cases, the super- 
visors of the departments or cost cen- 
ters of which these groups are a part 
are the first-line supervisors with re- 
spect to cost control. 


Necessity for Manpower Budgets 

But the responsibility of the first-line 
supervisor for cost control to the next 
higher echelon of management can not 
be effective unless there exists a plan 
or standard to which costs can be con- 
trolled and by which the results can be 
evaluated. A standard or expectation 
only in the mind of the superintendent 
or other higher executive is insufficient. 
The standard must be mutually under- 
stood by both the first-line supervisor 
and his superiors. 

Although standards may be set for 
each operation in order to control labor 
costs, it is necessary to provide the 
requisite manpower in advance of the 
operations on the basis of plans and 
schedules. The plan or manning table 
based on operating schedules is a 
budget in terms of required manpower. 
The first-line supervisor can effectively 
control his labor costs only to the ex- 
tent of this budget. Common practice 
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in budgetary control is to provide the 
first-line supervisor with direct labor 
and expense budgets in terms of dol- 
lars and, sometimes, the former in 
terms of direct labor hours. Such 
budgets do not facilitate control of 
labor costs. 

The action which the supervisor 
takes to control his costs consists of 
training and encouraging his em- 
ployees to reasonable productivity and 
acceptable quality and of augmenting 
or reducing his force in line with the 
requirements of the work load. Dollar 
budgets do not guide him directly in 


either action. They must be analyzed 


and translated into people. However, 
man-hours are also an inadequate basis. 
You can not usually hire or lay off a 

man-hour.” Supervisors deal with 
people. Moreover, supervisors seldom 
have either the time or mathematical 
inclinations to convert dollar wage 
costs to number of employees. A 
budget department analyst may do this 
for them, usually only after a substan- 
tial variance has been reported, but 
why not do it in the first place? That 
is the way the supervisor plans and 
operates—and that should be the basis 
of his budget. 


The Supervisor's Labor Budget 

A budget is a plan or program and 
the supervisor’s labor budget is his 
plan for manpower requirements and 
utilization, based on the organization's 
production planning and scheduling. 
If the planning is sound and if the 
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supervisor is able to follow the plan, 
his labor costs will be under control 
as far as he can control them. The re- 
quirements, then, for a sound labor 
budget are a production schedule 
which indicates the work expected 
from the department during the 
budget period, and some form of 
standards by means of which the pro- 
duction schedule can be translated into 
manpower requirements. 

The foregoing statement, of course, 
presupposes the availability of ade- 
quate equipment and tools, that work 
from other departments will feed 
through on schedule, and that mate- 
rials, parts, and components will be 
available as required. These presup- 
posed conditions usually are not the 
responsibility of the production super- 
visor whose budget is being discussed 
and delays or other costs due to fail- 
ures in such matters should be iso- 
lated, measured, and accounted for as 
variances controllable by others than 
the supervisor under discussion. It 
may or may not be feasible to charge 
such variances to the responsible de- 
partment or supervisor. In the writ- 


Preparation of the Direct 
Labor Manpower Budget 

To illustrate the preparation of a di- 
rect labor budget for a week, we will 
take a hypothetical machine shop de- 
partment which employs three grades 
of direct labor. The production sched- 
ule is prepared for the week in terms 
of quantities of various fabricated 
parts required to meet ultimate assem- 
bly and delivery schedules. Applying 
these quantities to the standard labor 
hours for the operations involved (on 
the operation route sheets), classified 
by grade of operator required, the to- 
tal standard hour requirements for the 
week on the department, by labor 
grade, is obtained. 

For purposes of illustration we may 
assume that current realization on 
standards is running at-90 per cent 
and that lost time due to machine 
breakdowns, department meetings, 
and other causes is running at an 
average rate of three hours per week 
per employee. Operations for the 
week are plained on a forty-hour 
basis. An allowance of three per cent 
is made for rework. The calculation 


of budgeted manpower requirements, 


er's experience, it has often been diffi- based on the foregoing assumptions, is 
cult to do so. as follows: 
Standard After Add Equivalent 
hours At 90% lost time 3% for employees at 
Labor Grade scheduled realization (40/37) rework 40 hours/week 
Grade | 1236 1373 1476 1520 39 
Grade II 1962 2180 2344 2414 60 
Grade III 884 982 1056 1088 27 
Total 4082 4535 4876 5022 126 
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The department budget is 126 direct 
labor employees, distributed by grades 
as indicated. If work of acceptable 
quality is turned out as scheduled, the 
department will be on budget as far as 
its supervisor can control labor costs. 
Variances in terms of number of em- 
ployees can be similarly calculated, 
based on the standard hours of work 
actually accomplished in excess of or 
below the scheduled volume. Cause 
of and responsibility for such variances 
can be determined and measures for 
corrective action can be taken. In 
other words, the department head is 
given direct means of control through 
the manpower budget. A financial 
budget would not give him control as 
directly but would have to be trans- 
lated into these terms before action 
could be taken. 

Planned overtime can be included in 
the buget by using the expected num- 
ber of hours per week. Assuming that 
overtime premium is included in ex- 
penses, it can be calculated readily and 
included in the expense budget. When 
failure to maintain production within 
the planned (40-hour or other) work 
week necessitates unplanned overtime, 
the resulting variance can and should 
be calculated in terms of equivalent 
employees for the budget variance 
analysis of the first-line supervisor. 

When failure to achieve the planned 
realization on standard makes it neces- 
sary to add manpower during the week, 
the resulting variance should be ana- 
lyzed and reported. It may be due to 
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failure of the budgeted department to 
meet the expected level of productivity 
or it may be due to delays in materials 
procurement or failures of other de- 
partments. Adequate variance analysis 
will disclose the cause and lead to 
whatever steps are possible to avoid 
repetition. 

The direct labor budget in terms of 
manpower as described here does not 
replace the daily labor efficiency report, 
used effectively in many companies, in 
which daily comparison of actual and 
standard production is reported. The 
weekly direct labor budget is a plan- 
ning implement, followed by a report 
of results in comparison with the plan. 
The daily labor efficiency report is a 
more detailed guide useful for noting 
trends and trouble while there is still 
time for correction. Where there is a 
satisfactory daily labor efficiency re- 
port, a monthly, rather than a weekly, 
direct labor budget may be adequate, 
provided that it is feasible to schedule 
the work load with sufficient dependa- 
bility on a monthly basis. Larger vati- 
ances may be expected on a monthly 
basis unless provision is made for re 
vising the budget for changes in pro- 
duction schedules during the month. 
However, some of these variances can 
be ascribed to changes in production 
schedules and the comparison in the 
budget report may show adjusted 
standard hours earned. Adjustment 
would be for expected rate of realiza- 
tion on standards, idle time allowance, 
and other allowances, as used in the 
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calculation of the original budget. 

Financial budgets are also necessary, 
usually on a monthly or other basis, 
for higher echelons in management. 
The department budget can be con- 
verted into a financial (dollar) labor 
budget readily by extension of the 
man-hours by the average hourly rates 
for the respective grades. The finan- 
cial budget used by higher echelons of 
management should carry an evalua- 
tion in dollars of the variances dis- 
cussed above. 


The Supervisor's Indirect Labor Budget 

For the company as a whole, indi- 
rect labor may be as costly or more 
costly than direct labor. Positive 
means for control by first-line super- 
visors also are available for indirect 
labor. Again, this control will be in 
terms of manpower, rather than wages. 
In connection with indirect labor, 
many companies have long been using 
variable budgets in terms of dollars. 
The difficulty of controlling with dol- 
lar budgets has been pointed out in 
the discussion of direct labor budgets. 
Indirect labor budgets, in dollars, pre- 
sent an additional weakness. The as- 
sumption of a fixed amount of cost 
plus a continuously variable portion of 
cost of indirect labor is convenient and 
sufficiently accurate for the budgets of 
larger units but can cause trouble at 
the grass roots level. In a small de- 
partment, the addition of a full em- 
ployee where the budget only warrants 
an increase of a few dollars can result 
in a relatively substantial variance 
MARCH, 1955 


which may be very confusing to the 
supervisor responsible. Indirect labor 
costs increase by increments of several 
hundred dollars a month, rather than 
by many cents per direct labor dollar 


are not fixed, nor do they follow pro- 
duction volume. In some industries, 
for example, peak costs and manpower 
requirements in purchasing, personnel, 
and production control departments 
tend to precede and again to follow 
the period of peak production. In a 
few departments in some industries, 
because of large proportions of un- 
avoidable idle time, the sum of indi- 
rect labor costs (mostly idle time) and 
of direct labor costs is fairly constant, 
direct labor costs fluctuating widely 
and indirect labor costs being com- 
plementary to them. Such a condition 
may be found in the flight-test depart- 
ment of an airframe manufacturer. It 
defies ordinary variable budgeting. 

In order to give the supervisor or 
department head positive means for 
control of indirect labor expenses, 
budgets of such expenses should be 
established at these management levels 
in terms of manning tables, by occu- 
pational classifications and grades, for 
various stages in the production pro- 
gtam or for various levels of produc- 
tion activity. As in the case of direct 
labor, if the department or cost center 
is operated with the budgeted number 
of employees in each classification and 
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grade, it will be on budget with re- 
spect to wage and salary expense as far 
as control of such expense is a respon- 
sibility of the foreman or supervisor. 

The corresponding financial budget 
for higher echelons can be prepared 
by pricing out the manpower allow- 
ances by the average current wage or 
salary rate for each classification and 
gtade. These rates are scarcely the re- 
sponsibility of the first-line supervisor 
or department head. 


Preparation of Indirect Labor Budget 
for Production Departments 

The classes of indirect employees in 
a production department will vary ac- 
cording to the industry, the company, 
and the nature of the work of the de- 
partment. First, we should dispose of 
the matter of direct workers on indi- 
rect jobs. In the financial budget, fol- 
lowing the chart of accounts, there 
may be indirect labor expense repre- 
senting the nonproductive time of es- 
sentially direct labor employees. For 
purposes of control, the manpower 
budget of direct labor, which makes 
appropriate allowances for such time, 
is adequate. In translating the direct 
labor manpower budget into the finan- 
cial budget, the difference between the 
budgeted hours after allowance for 
lost time and rework and the budgeted 
hours after adjustment for expected 
realization on standard, priced at the 
respective hourly rates for the various 
grades, is the budgeted indirect labor 
expense on direct labor employees. 
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To illustrate the preparation of an 
indirect labor budget in a production 
department for the ensuing month, we 
may assume that the classifications of 
such employees are as shown in the 
tabulation to be given. The number of 
indirect employees allowed the produc- 
tion department may be considered to 
depend on the activity of the depart- 
ment as measured either by the num- 
ber of direct employees budgeted or 
by the number of hours of direct em- 
ployees budgeted. This will not be a 
direct variable, nor can it be described 
accurately in terms of a fixed amount 
plus a variable percentage. The num- 
ber of employees budgeted will in- 
crease in incremental steps of produc- 
tion which, for this illustration, will 
be in terms of number of direct labor 
employees in the direct labor budget. 
The example shown assumes steps of 
fifteen direct labor employees from a 
minimum of less than 75 to a maxi- 
mum of 165. 

Although the direct labor budget 
period may be either the week (as il- 
lustrated) or the month, the indirect 
labor budget period usually is the 
month in order to conform. to the 
monthly accounting period for other 
manufacturing expenses. However, if 
week-to-week fluctuations are substan- 
tial and if advance schedules of de- 
partment loads for a month are com 
sidered impracticable, the indirect 
manpower budget may be used effec- 
tively on a weekly basis. Requirements 
for effective control are dictated by 
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circumstances existing in the individ- Based on the above assumptions, an 
ual company. It is essential only that illustrative manning table for indirect 
the techniques described here be employees in a production department 
adaptable to those circumstances. might look like this: 


DEPARTMENT BUDGET ALLOWANCES FOR INDIRECT EMPLOYEES 


Number of Direct Labor Employees 


Below 75 76-90 91-105 106-120 121-135 136-150 151-165 

Asst. foremen 4 5 5 6 6 7 8 
Clerks 2 2 2 3 3 3 3 
Set-up men 2 2 3 3 3 4 4 
Materials 

handlers 3 3 4 4 5 5 6 
Sweepers 2 2 2 2 3 3 3 

The actual allowances may be deter- Preparation of Indirect Labor 
mined by past experience or by careful Budget for (*ther Departments 


observation and analysis of the work 
performed. In some cases, standards 
can be developed by time study, but 
these standards, alone, will not be ade- 
quate for the purpose. For example, 
a standard time allowance might be 
developed for set-up of various classes 
of work on various machine tools, but 
it is still necessary to forecast or esti- 
mate the number of setups for each 
class of work on each tool in order to 
arrive at the total manpower require- 
ment. This involves so many variables, 
in most shops, that it will be far more 
simple, and also probably more accu- 
rate, to estimate the total requirements, 
based on past experience modified by 
an expected possibility of improve- 
ment on past experience. The actual 
observation and analysis should then 
be directed to the possible amount of 
improvement on current practice, 
rather than to the actual amount of 
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In departments such as factory ac- 
counting, mainténance, time study, 
purchasing, production control, and 
quality control, manpower require- 
ments may increase and decrease as 
production volume fluctuates, although 
not necessarily in proportion, or they 
might change wholly independently of 
current changes in production volume. 
In some departments, such as mainte- 
nance and inspection, these increased 
requirements (other than for depart- 
ment administration) may vary almost 
directly with production or with pro- 
duction supervision requirements. In 
other departments, such as factory ac- 
counting, time study, and purchasing, 
only large increases in production vol- 
ume, and probably only those which 
will continue over an extended period, 
will add to the manpower require- 
ments of the nonproduction depart- 
ment. 
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The manpower requirements, as well 
as the budget of overtime expense, of 
a nonproduction department may be 
predetermined by studies, including 
work measurement, for varying depart- 
ment work loads. The variation of such 
department work loads may be based 
in whole or in part on variations in 
production volume or it may be based, 
at least in part, on other factors, such 
as tooling programs, new contracts re- 
ceived, or quantity or value of ship- 
ments. 

The form of the indirect labor 
(manpower) budgets for nonproduc- 
tion departments or sections of such 
departments, will resemble the form of 
the budget allowances for indirect em- 
ployees of production departments, al- 
ready illustrated. The classification of 
employees will be appropriate to the 
department budgeted and the columns 
of allowances may be based on total 
shop direct labor employees, on budg- 
eted or scheduled hours of such em- 
ployees, or any other indexes of work 
load which are considered to be con- 
trolling. 

In some departments where depart- 
mental work loads lead or lag produc- 
tion, similar tables of supplementary 
allowances should be prepared to be- 
come effective when such conditions 
arise. For example, during an em- 
ployee recruiting or reducing program, 
additional interviewers and personnel 
record clerks may be required in pro- 
portion to the number of employees to 
be added or separated. 
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Handling Changes in Force 

Controlling labor costs implies a 
continuing manipulation of the size of 
the force in each department or cost 
center to the requirements of the work 
load. Control lies in the action taken 
and not in the budgets, reports, or rec- 
ords which make cost control possible. 
Therefore, the problems involved in 
handling changes in manpower in the 
various departments and cost centers 
are pertinent to any discussion of cost 
control. They limit the degree of con- 
trol which is practicable. 

The problem varies in different in- 
dustries. Volume may be normally 
steady or it may fluctuate severely over 
either long or short cycles. The most 
common method of stabilization, 
which is available to industries which 
either manufacture a finished product 
for stock or which partially manufac- 
ture for stock and finish on customers’ 
orders, is manipulation of inventories 
within limits of their financial ca- 
pacity. Product diversification is 
sought, among many reasons, to pro- 
vide more stable operations. This re- 
quires that the several product lines 
can be made by the same people with 
the same or most of the same equip- 
ment facilities. 

In some industries manufacturing 
large products on contracts, where the 
period of manufacture of any single 
product is relatively long, manpower 
requirements in certain departments 
will be high at times when require- 
ments in other departments are low. 
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In such cases, a clearing group in the 
personnel department should be able, 
considering skills needed, to match 
scheduled employee releases of the de- 
partments with declining volume with 
new manpower requirements of the 
departments with increasing volume. 
Some devices for stabilizing labor re- 
quirements at minimum cost while 
business activity fluctuates are applica- 
ble only to specific departments. A 
good example is the use of a pre- 
ventive maintenance program, which 
tends to stabilize the manpower re- 
quirements for maintenance work. 


To Sum Up 


Cost control refers to the action 
taken by various members of manage- 
ment to cause the elements of cost 
over which they have the requisite re- 
sponsibility and power, to conform to 
levels established in a predetermined 
plan or standard. Budgets, reports, 
and other “paper” are not controls, 
but they are plans, programs, and 
guides essential to control. Any indi- 
vidual member of management can 
control only those elements of his costs 
over which he has power. A first-line 
supervisor exercises control over the 
number of people employed but only 
partial control over total labor costs 
of his department or section, because 
he has no direct power with respect to 
wage rates. Therefore, his control must 
be exerecised in terms of manpower, 
rather than in terms of dollars of la- 
bor cost. His budgets must be estab- 
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lished in terms appropriate to his 
power and responsibility for control. 

Where labor budgets of first-line su- 
pervisors have been expressed in dol- 
lars, or even in man-hours, intricate 
arithmetical translation into people has 
been necessary to controlling action, 
and similar translation has been neces- 
sary in order to understand and correct 
variances. Such analysis is not only 
cumbersome but often is beyond the 
facile skills of the first-line supervisor. 
The result has been frustration and de- 
velopment on his part of a hostility 
toward a budget which does not assist 
him but which seems to show up his 
failures to his superiors. 

There can be no control without a 
plan or standard to which costs can be 
controlled. With a schedule of so 
many units of work to be done and a 
standard of so many units per hour, a 
budget of a specific manpower require- 
ment results. Control is then exer- 
cised by providing only the required 
manpower and by causing this force to 
attain the scheduled production. There- 
fore, a production quota is essential 
to a budget and a budget, combining 
production quota and performance 
standard, is essential to cost control. 
The subsequent budget report provides 
the accountability for the control re- 
sponsibility. 

Subject to his ability to obtain stand- 
ard performance, the first-line super- 
visor can control labor costs within 
his jurisdiction when his control tools 
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are directly based on the elements of 
cost within his power to control. His 
control is weakened when these con- 
trol tools are dulled by extraneous ele- 
ments of cost over which he has 


neither power nor responsibility. 


Budgets in terms of manpower are 
practicable and effective tools for con- 
trol of labor costs by first-line supervi- 
sion. They can be translated readily 
into financial budgets for the use of 
higher levels of management. 


Man-Hour Budgeting for Control of Clerical Costs 


by JAMES L. BROWNLEE 


Member of Comptroller's Staff, Tennessee Coal and Iron Division, United States Stee! Corporation, 
Fairfield, Ala. 


A monthly man-hour budget of clerical hours—against which per- 
formance is compared and variances developed, and dollarized if de- 
sired—climaxes this broad consideration of influences affecting office 
productivity and how to shape them to desired ends. The task of 
so doing is treated as a management problem in its character and 
scope and deserving of study for progressively permanent solution. 


E COMMONLY FIND effective con- 

trols provided for sales, produc- 
tion and finances. What correspond- 
ing or equivalent management controls 
do we have over office clerical work? 
Is not the office an area too frequently 
neglected? This area comprehends the 
clerical work performed in all offices, 
all departments and all locations. It is 
a large segment of our indirect cost as 
contrasted with the direct cost of pro- 
duction. It is a fertile area of cost re- 
duction and needs effective manage- 
ment and control. 

In many instances the factory is tak- 
ing advantage of modern production 
machinery and methods to lower costs. 
What about the office? Does it use the 
best facilities, equipment and methods? 
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Are office employees adequately 
trained? Are we giving proper atten- 
tion to the cost of office clerical work? 
Do we have effective controls? The 
office is, in a sense, a manufacturing 
plant. Its product is reports and rec- 
ords. Thus in the office we are con- 
cerned with personnel, materials, ma- 
chines, and methods. Let us consider 
some of the elements involved in a 
modern office and what is required for 


efficient management. 
What Considerations Affect 
Office Efficiency? 

A proper organization is one of the 
first requirements for the efficient man- 
agement of office clerical work. It is 


generally recognized that it is advan- 
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tageous to have a master organization 
chart for the company and a functional 


organizational chart for each depart- 
ment showing line and staff positions, 
function and flow of authority. Fre- 
quently the construction of such charts 
will reveal opportunity for improve- 
ment of the organization. You can not 
assign responsibilities without delegat- 
ing the corresponding authority to dis- 
charge those responsibilities. Job de- 
scriptions and job evaluations are also 
necessary. A mixture of high skill and 
low skill in the same job should be 
avoided. Careful analysis of duties 
will frequently cesult in a reclassifica- 
tion of duties, with beneficial results 
from the standpoints of both efficiency 
and economy. 

Then there is the matter of office 
facilities and equipment. The former 
comprehend efficient office layouts to 
provide adequate space for the super- 
visor and his employees and a forward 
movement of work with a minimum of 
walking and back-tracking. The prepa- 
ration of an office layout can be facil- 
itated by use of a quarter inch scale 
drawing and quarter inch templates for 
furniture and equipment. Good light- 
ing is essential. The trend is toward 
fluorescent light with a minimum of 
30 to 40 foot-candles. Acoustical ceil- 
ings are recommended, especially where 
there is a large group of employees or 
a high noise factor. Light colors 
which have a minimum absorption of 
light are desirable for walls. A good 
composition tile floor is also desirable 
MARCH, 1955 


and improves appearance. Air condi- 
tioning likewise contributes to in- 
creased efficiency. This especially ap- 
plies to southern climate. Good furni- 
ture improves the morale of employees. 
Steel furniture is generally the most 
satisfactory. 

Office equipment includes such items 
as typewriters, adding machines, cal- 
culators bookkeeping machines, filing 
equipment, office forms and supplies, 
etc. In selecting equipment, we should 
consider the cost of comparable equip- 
ment. Comparisons can be made by 
testing equipment, consulting with 
manufacturers’ representatives, and ob- 
taining the experience of other com- 
panies. The determination should be 
made on the basis of what best meets 
the requirements of the job. As com- 
pared with personnel cost, equipment 
is low in cost and is a most important 
factor in increasing office efficiency. 

Selection of employees likewise un- 
derlies office effectiveness. The sources 
for selection of employees are high 
school commercial graduates, business 
college students, college graduates in 
business administration, employment 
agencies, and applicants with former 
clerical experience. Experience of many 
large organizations has shown that col- 
lege recruiting is a means of strength- 
ening the organization. 

Some of the factors to be considered 
in employee selection are age, educa- 
tion, experience, personality, appear- 
ance, character and health. Interviews 
and careful evaluation of the best pros- 
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| Chief Timekeeper| 


{3 Timekeeper (2)] 


|1 Senior Payroll Clerk (2)] 


| 
|2 Payroll Clerk 


pects, together with adequate tests have 
been found to be helpful. It is espe- 
cially important to test applicants for 
routine clerical jobs. Such tests fur- 
nish valuable assistance in selecting the 
best available applicant. 

Training of employees is another 
fundamental of the office operation. 
For supervisory employees, a supervis- 
ory training program has been found 
to be desirable. This involves shifting 
employees from one supervisory job to 
another for a period of, say, three to 
six months, to widen the scope of their 
experience. The more they know about 
the business, the better job they can do 
in their own department. The respon- 
sibility for training nonsupervisory em- 
ployees rests on the supervisor. This 
involves an explanation of the organi- 
zation, indoctrination, assignment of 
training to an experienced employee 
and follow-up to determine that train- 
ing is progressing satisfactorily. In 
many instances the training period is 
too long and incomplete, due to lack 
of realization and appreciation of its 
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importance. The employee should be 
furnished with standard procedure in- 
structions or written job instructions 
for his guidance. Job rotation is highly 
desirable as a medium of training and 
protecting the organization in the case 
of absenteeism and labor turnover. 
Employees should be encouraged to 
further their education to increase their 
opportunities for promotion. 


What Are the Common Tools 
of Procedure Appraisal? 

Without adequate procedures, no 
office is operating well. In large com- 
panies there is frequently an organized 
procedure division, charged with re- 
sponsibility of developing and install- 
ing efficient and low cost office proce- 
dures, issuing standard procedure in- 
structions and establishing standards 
for measuring performance. A pro 
cedure division serves the ‘office in a 
manner similar to the industrial engi- 
neering organization serving the fac 
tory. A procedure division works in @ 
staff capacity and in collaboration with 
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the line supervisors. If there is no 
procedure division, the office super- 
visor is responsible for the develop- 
ment of improved procedures. 

What has been found to be the 
source of greatest help in this pro- 
cedure activity? It is largely a matter 
of the application of common sense to 
the problem, an independent view- 
point, an engineering approach and a 
knowledge of the various systems and 
procedures applicable, including a 
knowledge of office equipment. This 
knowledge can be obtained from trade 
association literature, technical books, 
manufacturers’ representatives, and 
from other companies having like 
problems. The services of public ac- 
counting and management consulting 
firms are available. The old technique 


of improving job methods comes into 
play in designing procedures. Briefly 
summarized, this technique may be 
stated as: 


1. Break down the job. 

2. Question every detail. 

3. Develop the new method. 
4. Apply the new method. 


All major clerical topics should be 
covered by standard procedure instruc- 
tions. Such topics include cost account- 
ing, employment, purchasing, sales, 
timekeeping, and payroll, property ac- 
counting, storekeeping, invoicing, etc. 
The preparation of standard procedure 
instructions compels an analysis of re- 
quirements to determine the best pro- 
cedure and coordinate the activities of 
the related departments. Employees 
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should be encouraged to submit sug- 
gestions for improvement of pro- 
cedures. 


Conducting the Procedure Survey 

How can we relate the factor of 
costs to the efficiency considerations 
described above in general terms? A 
clerical cost control program applies 
the principles of standard cost and 
makes use of operation flow charts, 
time standards, job descriptions and 
monthly budgets. The basic principles 
are fundamental and familiar to all in- 
dustrial engineers and accountants. 
However, the technique and applica- 
tion to office operation is relatively 
new. Clerical cost control applies to 
all office clerical employees but ex- 
cludes professional employees such as 
engineers, metallurgists, and chemists. 
It includes office clerks, stenographers 
and typists but excludes those whose 
duties are entirely supervisory in na- 
ture. It applies to routine repetitive 
work. The description of an estab- 
lished clerical cost control program in 
the following paragraphs may serve 
as a guide to others working to make a 
comparable application. It will pre- 
suppose the initiative of a methods 
staff working through the company, 
department by department. 

The assigned analyst contacts the 
department head for the purpose of 
explaining his assignment and the 
technique to be followed. The depart- 
ment head, accompanied by the analyst, 
explains the project to the supervisor 
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OPERATION DESCRIPTION MISCELLANEOUS 


I. Gathering and posting time. Addressograph bureau 
—{cioex Card E-2a 


1 Upon receipt of Clock Cards, Form 2-2a, for the new 
pay periods racks cards in the "OUT" rack. 


At the end of each turn, removes cards from "OUT" bos 


and arranged in numerical order. box. Bi-weekly pay period 
| clock cards are used. 


Note: Employee at beginning of 
turn removes his card from 
“OUT” rack, clocks in, and 
$s) places card in "IN" rack. At 
end of turn removes his card 
from "IN" rack, clocks out 
and drops his card in the "OUT" 


foreman affected. 
d Re 


Compares time recorded on Clock Card with time posted to badge number and for each oc- 
Tabulating Cards and prepares discrepancy report for each cupation that such employees 


Note: There is a pre-punched, 
pay period, interpreted tabu- 
lating card for each employee 


may work on. 


~03889 | 2 minutes | 


b. Position number 


d, Monthly volume 
e. Standard unit time 


Key To Symbols 
Denotes Operation or Step in Flow of Work 
Denotes receipt of papers. 
a. Volume determinant 


¢. Man hours per month 


EXHIBIT 2 
of the group or groups to be compre- pation performing the operation. Ex- 
hended in the survey. Clearance is hibit 1 illustrates the chart. 
thus obtained along organization lines. Predicated on information supplied 


The first step in conducting the cler- 
ical cost control survey is the prepara- 
tion of an organization chart. A num- 
ber is assigned to each occupation to be 
comprehended in the survey. These 
occupation numbers are subsequently 
used in the preparation of the pro- 
cedure flow chart to denote the occu- 
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by the supervisor or his designate, the 
analyst prepares a procedure flow chart 
depicting each step in the procedure. 
Exhibit 2 is an example of such a chart. 
It should be emphasized that each op- 
eration is recorded and not a compo- 
site of several steps. Quite commonly 
it is mecessary to record 300 or more 
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steps to adequately break down a pro- 
cedure for development of clerical cost 


control. This detailed breakdown of 
procedures is essential in order to de- 
velop accurate unit time standards for 
each operation. Opposite each oper- 
ation description on the flow chart is 
shown the operation number, such 
numbers being assigned sequentially 
throughout the chart. A block is pro- 
vided beneath each operation descrip- 
tion for the insertion of the occupa- 
tion code number for the operation, 
the monthly volume, the standard time 
allowance per unit, and the monthly 
time for such volume. The determi- 
nant on which the volume and time are 
based is shown above the block, i.e., 


number of employees on payroll, num- 


ber of postings, number of charge 
sheets rendered, etc. A separate flow 
chart is prepared for each function per- 
formed in the office or the different 
functions are segregated on the same 
chart. The functions are likewise num- 
bered. 

In order to develop a complete file 
for subsequent study, the analyst 
should obtain copies of all forms and 
papers mentioned in the chart, prefer- 
ably filled in copies are recommended. 
Current monthly volume for each op- 
eration is a matter of count or record. 
The monthly volume is recorded on 
the procedure flow chart in the block 
provided. 

After the procedure has been fully 
recorded and concurred in by the su- 
pervisor and after monthly volume has 
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been recorded, it is necessary to estab- 
lish a standard unit time for each op- 
eration or step in the procedure. The 
time is established by agreement be- 
tween the analyst and the supervisor 
through use of time estimates, tested 
time, or stop-watch time developed 
through having the supervisor enact 
the operation. Where large volumes 
are encountered the time is invariably 
tested. Due to the fineness of the op- 
eration break-down, high estimates 
will offset low estimates. Where unit 
are increased by 1634 per cent (one 
sixth) for fatigue allowance. Where 
an overall time, such as the compila- 
tion of a fixed weekly report, is used, 
the time is not so increased, since 
fatigue allowance is normally included 
in such time. The standard unit time 
is recorded in the space provided on 
the procedure flow chart. The stand- 
ard time per occurrence is initially ex- 
pressed in minutes and seconds and, 
through use of a conversion table, con- 
verted to decimals of an hour. Time 
standards are not generally established 
for work falling beyond the monthly 
cycle. In such cases actual times are 
used. The unit time standard is mul- 
tiplied by the monthly volume to ar- 
rive at the monthly time, which is re- 
corded on the procedure flow chart. 
After completing the procedure flow 
charts, including description of oper- 
ations, monthly volume, unit time, and 
monthly time, present job descriptions 
(Exhibit 3) are prepared from the pro- 
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Lecation - Any works 
Responsibility - 302 

Section - by | and payroll 
Position - Timekee, 2e s) 


ANY COMPANY 
PROCEDURE JOB DESCRIPTION Page | of 9 page 


Survey date - December nd 1953 
Analysis date - 

Analysis date - 

Revision date - 


No No. ration Description 


1. Gathering and Posting Time 
pay period racks cards in the “OUT™ rack. 


box and arranges in numerical order. 


Upon receipt of Clock Cards, Form E-2a, for the new 
2 At the end of each turn, removes cards from “OUT” 


5 Records hours worked as reflected by the clock card 
im space provided and in the appropriate color 
the turn. 


1 1083 00032 
1 10, 51 10830 - 00097 


10. 51 10830 00097 


a-Hrs. verage 
Function No. per month r_ month ir 


Total Effective and Allowance Man Hours = 53 
Allowable Reserve Man Hours 3.4 
Excess Reserve Man Hours 
Total Available Man Hours 


cedure flow charts for each occupation, 
listing operation number, description, 
budget function number, man-hours 
per month, average units per month 
(monthly volume) and man-hours per 
unit (standard unit time). A total is 
recorded for the monthly time. To 
the total monthly time is added a re- 
serve allowance of one hour per day 
per employee. The total of the stand- 
ard time for the month, plus the re- 
serve allowance, equals the total job 
load. The reserve allowance of one 
hour per day is added to take care of 
fluctuations in work volume, absentee- 
ism and special assignments. The dif- 
ference between the job load and the 
available working hours per month re- 
flects the extent to which the job is 
overloaded or underloaded and points 
up the opportunity for a redistribution 
of the work load and a reduction in 
personnel, if justified by the facts. 
Reloading the Jobs and 
Preparing the Manpower Budget 
Depending on the extent to which 
underloading exists, as reflected by 
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present job descriptions, determination 
is made of excess personnel, if any, 
and jobs are reloaded to eliminate ex- 
cess personnel, duplication and un- 
necessary operations, and to simplify 
and deskill the job to the extent prac- 
tical. Duties are assigned to provide 
for a continuous and forward flow of 
material through positions to avoid 
bottlenecks and duplication of effort. 
The reloading is done by the analyst 
in collaboration with the supervisor 
and reloaded job descriptions prepared 
for each occupation affected. The re- 
loaded job descriptions are prepared 
in the same form as present job de- 
scriptions. Jobs are loaded to 8744 
per cent of available working hours, 
thereby allowing a reserve of one hour 
per day per employee to take care of 
fluctuating volume, special occurrences 
and absenteeism. The 87 per cent 
figure is a matter of judgment and 
quite widely accepted as a fair basis. 
It has previously been stated that stand- 
ard unit time is increased by one-sixth 
for fatigue allowance. Thus, an & 
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MONTHLY BUDGET OF CLERICAL MANcHOURS 
Any. Works. 

DEPARTMENT Timekeeping acd Payroll MONTH Average 

FUNCTION BASIS OF MEASUREMENT (1) STD. UNIT (2) ACT. MO. (3) STD. MAN- 

and posting time. No, W Employees on Roll S978 $00 298.97 

No. Wage Employees oa Rell 06991 $00 
s. of Pay Sta No. Pay Statements Prepared 00233 1083 2.52 
6. Paying Off No. Employees Paid Off 00972 1083 10.53 
7. Maintaining Controls of: 

Earnings 

Fixed and variable No. Wag on Roll M532 $00 75.30 
8. Miscellaneous No. Wage Employees on Roll . 15064 $00 75.30 

1, Standard man-hours ¢ 703. 39 
2. Reserve allowance 1039. 9% Scheduled hours x .125 130.00 
3. Special assignments - 4 hoars or more each (attach detail) 
4. Grand total earned hours By 
Plus (B) «Equals § (C) Plus (D) Equals (£) Plus 
Sched. Hrs. Overtime Hrs. 2. Hours Paid Tot. Hrs. Hours For Tot. Hrs. 
5. (6 Emp)(*)1039. 98 For*) Temp. Empis. Paid For Not Worked 1039.98 
1039.98 1039. 98 
EFFICIENCY PERFORMANCE 
(4) (s) (6) 
PERFORMANCE BASE Standard Man-Hrs. Actual Man-Hrs. Over-Under Standard % Efficiency 
6. Actual Man-Hours Worked fine 3 1040 207° 80.17 
Man-Hours Col. suse 


EXHIBIT 4 


hour day for each employee is divided 
into: 
6 hours — effective time 
| hour —allowance time for fatigue and 
personal needs 


| hour —reserve time for peak loads, 
etc, 


8 hours —total available time 


At this point it would be well to 
stress that, throughout the survey, the 
analyst works with the department su- 
pervisor and receives from him his in- 
formation as to flow of work and oper- 
ations performed, volume, and unit 
time standards, and also the concur- 
rence of the supervisor in the data de- 
veloped. Hence, upon completion of 
the present and reloaded job descrip- 
tions, they in reality represent the com- 
bined conclusions of the supervisor 
and the analyst. 

As a part of the survey, a monthly 
budget of clerical man-hours (Exhibit 
4) is inaugurated to reflect the per- 
formance of the department or organi- 
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zational group, predicated on the sur- 
vey data. The budget may be broken 
down by occupations, if preferred. 
However, in most instances it has been 
found that an over-all budget ade- 
quately provides for control. The 
budget shows the function, basis of 
measurement, or determinant, standard 
unit time, actual monthly volume and 
standard man-hours earned for the 
function, total standard man-hours 
earned, reserve allowance of one hour 
per day per employee, special assign- 
ments, and the grand total earned 
hours. The efficiency performance is 
shown on the basis of actual man-hours 
worked and man-hours paid for by 
comparing the grand total earned hours 
with the actual man-hours, and reflect- 
ing the hours over or under standard 
and the percent efficiency. 

In preparing the initial budget, the 
operations and standard allowed hours 
for the survey volume, as reflected on 
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ANY COMPANY 
EFFICIENCY TREND STATISTICS CARD 
Clerical Cost Control 

DEPARTMENT: Any works -- Timekeeping and roll 
s Man-hours 
ITEMS Over-or Percent 
3 Standard Actual under-stnd.__ efficiency 

Hours actually worked 833 1040 207* 80.0 
= Hours actually paid for 833 1040 207* 80.0 
% Hours scheduled 1040 
é Overtime hours 

No. employees scheduled 6 
> Hours actually worked 804 796 8 101.01 

Hours actually paid for 804 812 8* 99.02 
% Hours scheduled 800 
» Overtime hours 12 
i No. employees scheduled 5 

Hours actually worked 921 930 oe 99.03 
~ Hours actually paid for 921 940 19* 97.98 
Hours scheduled 920 
3 Overtime hours 20 

No. employees scheduled 5 

under standard 
EXHIBIT 5 


the procedure flow charts, are consoli- 
dated to a condensed functional clas- 
sification. A determinant is then se- 
lected for the function which affords 
the best measure of activity. By divid- 
ing the total standard hours by the 
volume of the selected determinant, a 
budget time standard for the function 
is arrived at. A budget statement is 
thereafter prepared each month to re- 
flect performance based on the actual 
monthly volume. The monthly budget 
statement, in addition to reflecting 
hours of variance, may also be dollar- 
ized if desired. 

An efficiency trend statistics card 
(Exhibit 5) is maintained for each or- 
ganizational group, to which is re- 
corded the performance as reflected by 
the survey and each month thereafter. 
The data recorded reflects standard 
hours, actual hours, hours over or un- 
der standard, and per cent efficiency. It 
is suggested that a monthly clerical 
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cost control trend report (Exhibit 6) 
be prepared, reflecting the performance 
of each department covered by clerical 
cost control for the current month and 
each of the two preceding months. 
Such a report should be reviewed by a 
clerical cost control committee and 
necessary action taken to maintain 
forces in conformity with the work 
load. It is recognized that one month's 
performance does not justify action 
and that a minimum of a three 
months’ trend is required, and proper 
consideration given to future expec- 
tations. 


Results—And Keeping Them Up 
Realized savings from application of 
clerical cost control are quite gener 
ally substantial. In a few departments 
the savings will be nil while in others 
the savings will run from 10 per cent 
to 30 per cent. You do not know 
what the savings will amount to until 
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loyment. 
A ne k variance represents the excess of earned standard man-hours over the man-hours paid for during the month. 
Legend: (hours paid for basis): favorable~-black; unfavorable--red. 
Overtime hours » overtime hours worked. 


Comptroller's Dept. 


Febr Januar, 
Emp. Hrs. Overtime Emp. Hrs. of Overtime 
Variance Hours Se! 


hed. Variance 


Invoice Bureau 10 35° 53° - 10 12 
Ref. 
No. E of Variance Where Trend for Period mt to an - 151 Man-Hrs. 
A ant indicates excess of one employee. 
BR Budget inaugurated in January. of one made in February. 
c need for tightening of standards revision of survey to recognize 


procedures 
bd ‘Dawes Red Variance 


and current conditions. 


the survey has been completed. If you 
have a job evaluation program, the re- 
loaded job descriptions will serve to 
bring the job descriptions up to date 
and permit a review of evaluations. 
Such job descriptions are in vastly 
more detail than the usual job descrip- 
tions. 

Effective supervision, direction and 
control constitute the essentials of effi- 
cient management. The supervisor 
should be responsible for the oversight 
and direction of his personnel. He 
should review all incoming papers, 
plan work and assignments, review 
outgoing papers, check quantity and 
quality. He must have a good follow- 
up system. He should control the cost 
of his responsibility through the tech- 
nique of clerical cost control. The 
office organization must serve manage- 
ment and should constantly have in 
mind the profit motive. It is the re- 
sponsibility of the supervisor to put 
forth his very best efforts at all times 
to contribute to increased profits 
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through the effective management of 
his responsibility and through proper 
utilization of material, machines and 
manpower. 

To sum up, office clerical work is a 
large segment of indirect cost which 
it is difficult to control but which can, 
nevertheless, be managed and coi- 
trolled through giving proper consid- 
eration to activities which have been 
mentioned. It is the intent of this dis- 
cussion to highlight a serious current 
problem and to afford a means of im- 
proving the management of office cler- 
ical work. This does not mean to im- 
ply that many organizations do not 
have fine management and control. 
Businesses which consist predomi- 
nantly of office clerical work will fre- 
quently be found to have the most 
effective office management. Typical 
concerns of this kind are banks and 
insurance companies. The indications 
are that clerical work in the manufac- 
turing industry lags behind the progress 
made by these companies. 
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Experiences With Indirect Labor Incentives 


by DALE V. CROPSEY 
Works Manager, Potter and E. Brumfield Manufacturing Company, Inc., Princeton, Indiana 


Revealing the broad base of recorded experience outside as well as 
inside the company is often one of the accountant's most effective roles 
in management. The bounds of practicable efforts to stimulate in- 
direct labor effectiveness through incentives seem to expand some- 
what under the study of such incentives as applied in six companies. 
These brief summaries review published material, as noted, or inter- 


views by the author. 


E ASSUME IN THIS PAPER that in- 
centives are a necessary part of 
industrial efficiency and productivity. 
The scope of the study will be limited 
to the contents of incentives for in- 
direct labor normally included within 
a collective bargaining unit. Work 
simplification and incentives for cler- 
ical personnel will not be considered. 
The major grouping of labor occupa- 
tions by areas to be covered includes: 
inspection, shipping, receiving, stores 
and stockroom, plant and equipment 
maintenance, and tooling, including 
original, repairs and tool grinding. 
Taking a look at work measure- 
ment and incentive plans which are 
in use for indirect labor we find many 
variations. The introductory comments 
here are the results of a survey cov- 
ering twenty companies, made from 
recently published sources of types of 
work measurement and/or incentive 
plans for indirect labor. The results 
are presented graphically in Exhibit 1. 
As indicated there the base for work 
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measurement and/or incentive is 
standard time data in 75 per cent of 
the companies. The other 25 per cent 
is made up of combination and factor 
plans. The use of the standard time 
data method of work measurement 
seems to be justified by the indications 
shown as to change in output for plans 
so based, compared to the average out- 
put change achieved under other 
plans, i.c., a 75 per cent average in- 
crease in output compared to an av- 
erage of 34 per cent for all the other 
plans. It is also of interest to note 
that 60 per cent of the plans cover 
material handling workers of one kind 
or another. From the limited number 
of cases covered in the survey, it is 
evident that work measurement of in- 
direct labor by standard time data is 
regarded as superior to other methods. 
The question of whether to use indi- 
vidual or group incentive must also be 
decided upon when dealing with in- 
centives for indirect labor. It depends 
on the team work necessary to achieve 
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the productivity and control effects 
desired. 

The remainder of this article deals 
in some particular with six plans. An 
effort has been made to select incentive 
plans which are representative of this 
field. Size of company seems to be no 
criteria. All except the very smallest 
are among those selected. Three of the 
plans are described on the basis of ar- 
ticles published in recent industrial 
publications. The information for 
three more of the plans was gained by 
visiting the companies and discussing 
with members of management their 
particular approach to the problems 
involved. Because of space limitations 
in this paper, the reports of these inter- 
views have also been condensed. Some 
of the forms used by these firms to 
maintain their incentive plans are in- 
cluded and attention will be called to 
them. 


Warehouse Labor 

The Logan Company's new incen- 
tive plan for warehouse workers 
(Keith Boaz, ‘Incentives in the Ware- 
house,” Factory Management and 
Maintenance, September 1953) took 
just four weeks to install. Two weeks 
were used to develop standards and 
two weeks to change layout and meth- 
ods. To sell the plan, two factors 
helped: the men were given a chance 
to earn more money on traditional day- 
tated jobs and men who had to be cut 
from the force were immediately trans- 
ferred to other jobs with equal pay. 
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The first step taken by the Logan 
Company was to hire a staff engineer 
from a management consultant firm to 
work with them. The second and third 
steps were to rearrange the warehouse 
and set standards. The incentive is a 
straight piece-work plan. In addition 
to his guaranteed hourly rate, each 
warehouseman is paid extra earnings 
in direct proportion to the amount of 
work performed, His work is measured 
by basic time standards. The fourth 
step was to spend a day coaching the 
men in the new methods. 

Finally came the applied standards. 
A clerk makes out a route sheet for a 
warehouseman and a copy of the 
orders to be filled. This route sheet 
shows him what he is to do and how 
to do it. It also shows him how much 
time is allowed to gather the items and 
deliver to the shipping unit. The clerk 
figures the time allowed from stand- 
ards tables as shown in Exhibit 2. 
Time in standard minutes is easily con- 
verted to money because the incentive 
is straight piece work. The company 
believes this method of showing men 
the time allowed is a chief factor in 
the success of the plan. 

This incentive plan is reported as 
having resulted in a 50 per cent re- 
duction in work force. It cut labor 
costs by 39 per cent, but it boosted 
wages by 21 per cent. There was also 
a 10 per cent improvement in shipping 
time. 
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Standard time data, 


All others including combinations, 
25% 


Standard time data, 


75% 
All others. 
Frequency of inclusion of pati 


Material handling classification. 


60% 
All others - 6 ocupational groups. 


SUMMARY INDICATIONS OF SURVEY OF TWENTY INDIRECT LABOR INCENTIVE PLANS 


lL. Base used for work measurement and/or incentive. 


Average % change in out put (approximate) achieved by work 


groups (work 


a t by standard time data only.) 


EXHIBIT 1 


Maintenance Crews 

R. G. LeTourneau, Inc., has in- 
creased the performance of its mainte- 
mance men from 60 per cent to 120 
per cent by putting them on standard- 
time incentive. (“Standard-Hour In- 
centive Doubled Our Maintenance 
Output,” Palmer Bliss, Factory Man- 
agement and Maintenance, May 1950.) 
The men spend better than 90 per cent 
of their time on incentive. Under the 


plan one applicator (man trained to. 


apply standard data) and fifteen main- 
tenance men, in ratio, do the same 
amount of work as thirty maintenance 
men did before the installation of the 
plan. Maintenance incentives were 
found to be full of problems. Stand- 
ards are difficult to set and apply. 
There is so much off-standard time for 
short, nonrepetitive jobs that it is dif- 
ficult for maintenance men to reach 
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standard so the incentive pull is lost, 
etc. 

To solve these problems, the com- 
pany, with a consultant’s help, set up 
four classes of standards for the ele- 
mental work times of initial trips, 
trips for material, basic operations, and 
miscellaneous operations. These four 
schedules of standards cover working 
time for jobs performed under normal 
conditions. Schedules were also set up 
for special conditions called process 
factors and working condition factors. 
Short, nonrepetitive jobs have atbi- 
trary premium pay rate as shown in 
Exhibit 3. 

‘After the company had set the 
standards, a special group of men were 
trained to apply them and a standards 
manual was developed to keep varying 
interpretations at a minimum. It 
turned out to be a difficult job to 
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STANDARD MINUTES 


TRAVEL TIME STANDARDS 


NOTE: iY Distances between areas include eight paces for moving around truck. 
2) Distances te or from elevator includes four paces for moving around truck. 


TO AREA 
AREA 2. 6 8 
FROM 
2 16 24 52 44 19 
4 24 16 47 65 65 .8i 36 
5 18 ~42 24 
6 ~52 65 23 39 42 


Source: Keith Boaz, Factory Management and Maintenance, 


apply standard-hour incentive to 90 
per cent of all maintenance work, but 
the advantages to the company and to 
its maintenance employees made it 
worthwhile. The maintenance men 
were reported as enjoying a 24 per 
cent average pay premium. 


Inspectors of Finished Products 


A major product of the International 
Resistance Company is the volume 
control used to regulate voltage in 
television sets and similar circuits. The 
final inspection cost for these units for- 
merly greatly exceeded the estimated 
standard cost. Upon examination, the 
causes were shown to include a lack of 
incentive pull. This was found to con- 
tribute more to the excess costs than 
all the other costs combined. Incen- 
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tives proved to be the solution. (‘‘In- 
spection Incentives for Higher Qual- 
ity Work at Lower Cost,” Wilmer C. 
Cooling, Mill and Factory, September, 
1952.) 

The company had never applied in- 
spection incentives, although it had 
considered their installation many 
times. The question, can individual 
inspection incentives produce accep- 
table quality work at lower unit costs ?, 
had never been answered satisfactorily. 
Visits to companies with an incentive 
plan for inspectors showed that only 
fifty per cent of them felt it was sat- 
isfactory. This lack of satisfaction with 
incentives for inspections had several 
causes. The quality of the inspector's 
work decreased as the inspector's pro- 
duction increased. The quality control 
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gets credit for 47 stondard minutes 


If job tokes from 23 to 37 minutes, worker pa ea ea 
gets credit for 33 standard minutes 40 standard minutes 


gets credit for 


If job tokes from 53 to 67 minutes, worker Web totes rom 68 10 62 mlavtes, worker If job tokes from 83 to 90 minutes, worker 
gets credit for 54 standord minutes 


Note that employee starts to earn bonus when credited with more than 40 minutes in any clock hour. 


gets credit for 60 standard minutes 


Reprinted with permission from Factory Management and Maintenance 


May 1950 from an article entitled 'Standard-Hour Incentive Doubled Our 
Maintenance Output" by Palmer Bliss 


cost on the inspector’s work eliminated 
savings resulting from increased out- 
put of the individual inspectors. Pro- 
duction standards were based on time 
study alone. The inspection standards 
were not adjusted for changes in meth- 
ods and changes in inspection require- 
ments. The results of this survey were 
discouraging, but it was felt that the 
causes cited could be eliminated, if an 
incentive were properly devised. 

The procedure used was the same 
one availed of to place any operation 
on production standards and consisted 
of the following steps: 
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1. The method was established. 
2. The workplace was rearranged. 


3. Estimated savings were calculated for 
the procurement and installation of 
new workplace. 


4. The operators were trained in the new 
methods at the improved workplace. 


5. The operation was time studied and 
production standards were developed. 


6. The production standard and method 
of control were introduced to the 
workers. 


7. The production standard was installed. 


8. The results of inspection incentives 
were analyzed. 


Each of the above steps was com- 
pleted in the normal course of meth- 
ods and standards operations. Control 
forms, such as a standard process in- 
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EFFECTS OF GROUPS INCENTIVE ON RECEIVING AND STORES OPERATIONS 
(WHIRLPOOL CORPORATION) 


The number of employees required before and after installation of incentive plan, 


56% 


Material handling cost before and after installation of incentive plan. 


Before 100% 
78 

The effect of incentive plan on average hourly earnings, 

Before 100% 


90% 


After 


128% 


EXHIBIT 4 


struction sheet and a quality control 
layout for spot inspection of units re- 
jected, are a necessary part of the plan. 

After the inspection incentive had 
been operating for a period of time, 
an analysis of the effect of the incen- 
tive standards showed: 


|. Per cent of lots rejected at spot in- 
spection dropped 16 per cent. 

2. There was no appreciable change in 
the individual's inspection efficiency. 

3. Production jumped an average of 269 
per cent per inspector. 

4. Accurate inspection cost figures were 
available. 

5. Quality control cost of the inspection 
operation did not increase. 

6. The company could extend incentives 
to other final inspection operations. 


Packing and Shippiag Labor 
A-P Controls Corporation has about 
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550 employees. The company manu- 
factures automatic fuel oil controls for 
furnaces, hot water heaters, and space 
heaters. At the time of the writer's 
visit to the plant, the only incentive 
plan in force for indirect labor was.in 
the packing and shipping department. 
(Personal interview at A-P Controls 
Corporation. Milwaukee, Wisconsin, 
December 29, 1953.) Due to the vari- 
ety of controls which must be handled 
in these departments, the establishment 
of standard time data had been a large 
job. However, by standardizing on in- 
dividual carton sizes, the 600 different 
variations of fuel oil controls are 
packed in 18 standard boxes, a devel- 
opment which has minimized a carton 
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SWEEPER ASSIGNMENT CARD. (WHIRLPOOL CORPORATION) 


DEPT.4 


Total for regular work. 


CLOCK NUMBER ELAPSED TIME DATE ACCT. 846 
SHIFT HOME DEPT. 98 ORDER NUMBER NINGS 
SWEEPER - PLANT 2 - FIRST FLOOR 
LOCATION EARNED MINS. OK'D BY: 

Sweep north hall & stairs, deburring, foremen office, chip-salvage, rear. 

& front dock, south stairs, name plate stamping bay. 36. 41 

Sweep north section of Dept. 4 & aisles, Bays B oor ¢ (Screw machines). 80. 43 

Floor dry allowance for north section. 31.95 

Sweep center section of Dept. 4 & aisles, Days D and E 1-6. 60. 45 

Floor dry allowance for center section. 38,61 

Sweep south section of Dept. 4 and aisles, Bays F and G 1-4. 42.48 

Floor dry allowance for south section. 24,57 

Sweep Dept. 52 - Tool Grinding. 11. 66 

Re-sweep north section. Dept. 4. 80.43 

Re-sweep center section. Dept. 4. 60. 45 

Re-sweep south section. Dept. 4. 42.48 

One trip to get floor dry. 7.34 
516.90 


ADDITIONAL WORK; 
Take outeach trash barrel. 2.11 x 


storage problem that was using needed policies which this incentive minded 
floor space. The incentive plan in use management uses are the following: 


by A-P Controls was installed by a 
management consultant over a three- 
month period. Work measurement is 
on a standard time data base, with gen- 
eral satisfaction with its operation, al- 
though it has been established for only 
a short period of time. 


Incentives Applicable to Both 
Direct and Indirect Labor 

The Louis Allis Company is a manu- 
facturer of electric motors and gener- 
ators. Its operations are of a job-shop 
nature. In December, 1953, total em- 
ployment was 2,100 of which 1,600 
workers were in the manufacturing di- 
vision. The operation of the company’s 
incentive system, whether for direct or 
indirect labor, is based on standard 
time data. (Personal interview at Louis 
Allis Company, Milwaukee, Wiscon- 
sin, December 29, 1953.) Among the 
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1. Allow time for setup rather than a 
short run allowance. 

2. Some setup time is indicated as a 
delay allowance. 

3. All standard data is published for 
supervision. 

4. All incentives are on an_ individual 

sis. 

5. A continuous selling effort is main- 
tained to sell standard rates to the 
workers. 

6. There is no indirect labor incentive 
based on direct labor. 

7. A down time allowance is used as 
necessary. 

8. Base time is used for adjustment of 
down time. 

9. There is a mechanical methods (mo- 
tion analysis) group in plant engi- 
neering. 

10. All time studies are continuous, no 
snap back readings. 


One of the most interesting features 
of the Louis Allis standards system 
concerns some direct labor operations. 
The company builds motors on ordef, 
in any quantity, from one motor on up. 
Even though only one motor is called 
for, it is built on incentives under the 
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established standards. This is in con- 
trast to many other systems, in which 
small quantity orders are run on a 
short order or job line. The manage- 
ment of the Louis Allis Company ex- 
plains that its average order quantity 
is two to five motors. Because of this, 
building a single or several units on an 
individual incentive is necessary if the 
incentive plan is to have proper cov- 
erage. It was explained also that all 
elements of company operations must 
have standards, so that they can be 
used in any combination with other 
elements. It was further stated that 
the standards are based on an average 
of fifteen time studies. 

The example of the Louis Allis 
Company has especial merits for indi- 
rect work. The standard time data 
must be complete enough to cover al- 
most limitless combinations. That is 
what appears to be necessary for a 
large number of indirect labor oper- 
ations. By applying this principle, in- 
centives for indirect labor look prac- 
tical. 


A Case in Multiple Use of 
Indirect Labor Incentives 

The Whirlpool Corporation sin- 
cetely believes in incentive plans for 
indirect labor. As of December, 1953 
the company had thirty-six plans for 
indirect labor in use. (Personal inter- 
view at Whirlpool Corporation, 
Saint Joseph, Michigan, December 28, 
1953.) The problems which confront 
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the company are faced realistically. 
An example of this was the action 
taken when an incentive plan for 
truckers and warehousemen got out 
of line because of lack of control. The 
plan was stopped, new standard data 
was established, and controls necessary 
for successful operation were installed. 
This plan today is a good example of 
proper incentive for a group of indi- 
rect workers. The effects of this group 
plan on the workers and the company 
are shown in Exhibit 4 for the receiv- 
ing and stores group. The results tell 
a complete story. The number of em- 
ployees required to do the job is down 
about 28 per cent, material handling 
costs in this area down 22 per cent, 
and average hourly earnings up 28 per 
cent. 
Whirlpool has a union contract with 
a local of the United Electrical, Radio, 
and Machine Workers of America. 
The Union is in agreement with the 
company on the use of incentive plans. 
The broad working terms of the plans 
are a part of this contract. It was ex- 
plained by a representative of the com- 
pany that, with the initiation of the 
group incentive plans in the material 
handling departments, former juris- 
dictional problems had been solved. 
Prior to the inception of the plan a 
trucker would seldom help a stock- 
handler (and vice versa). With the 
plan now in effect, the truckers are al- 
ways helping the other workers and, if 
a truck is in a line of traffic with its 
operator gone for a moment, any mem- 
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ber of the group will move it to help 
the remainder of the workers. This all 
adds up to more productivity. 

The sweepers at Whirlpool Corpo- 
ration are all on incentive. Work 
measurement is by standard time data. 
The plan covers all daily routine duties 
as well as special assignments which 
happen infrequently. As a result of 
the incentive plan, forty-six men now 
do the work previously performed by 
seventy-two. Wage earnings have in- 
creased about 25 per cent. An assign- 
ment card showing the areas to be 
worked and the time allowed for a 
sweeper is shown in Exhibit 5. 

It is a basic policy at Whirlpool that 
an incentive plan must meet three 
basic requirements: (1) it must be 
simple, with standards guaranteed, (2) 
there must be a definite control so that, 
for incentive paid, value is received, 
(3) and supervision must understand 
the plan and be “sold” on it. A sup- 
plementary type of incentive is some- 
times used at Whirlpool and is called a 
“synthetic” incentive, not based on 
work measurement or time to perform 
the job. “Synthetic” incentives are 
used when a measured incentive is not 
applicable or its administration un- 
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economical, when a nonengineered in- 
entive will act as a stimulant for efhi- 
cient performance and a man can see 
and feel in his pocketbook the effects 
of his actions, and when a control is 
established to limit manpower assigned 
to the job. 


A Comment on Indirect 
Labor Incentives 


Incentives for indirect labor are not 
a cure-all for management problems. 
However, they do fill a gap in many 
companies for the indirect labor worker 
who is left out of incentive plans, The 
installation of these plans will encour- 
age management further to standard- 
ization and to use basic industrial en- 
gineering methods to solve their prob- 
lems of control. This means extension 
of present direct production practices 
to indirect labor operations. The fun- 
damentals of workable incentive plans 
can not be over-emphasized for the 
company planning the installation of 
plans for indirect labor. The plan 
must be simple with standards guar- 
anteed. There must be a definite con- 
trol with bonus paid only for value re- 
ceived. Supervision must understand 
the plan and promote it. 
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Letters to the Editor 


KEEPING GENERAL MANAGEMENT ON 
SPEAKING TERMS WITH 
ACCOUNTING TERMS 


Editor, N.A.C.A. Bulletin: 

WELL OVER A YEAR AGO there was pub- 
lished in the N.A.C.A. Bulletin an article 
of continuing importance to industrial ac- 
countants. The topic deserves re-emphasis 
now. The paper related to use of profes- 
sional terminology in reports to manage- 
ment (“Why Not Use Accounting Termi- 
nology?” by Robert A. Miller, August 
1953). I concur in the implications of 
the title. Why should we even think of 
abandoning the terminology used by the 
accountant in his work and in the products 
of it? It has been tried and tested over 
the years and has been accepted as serv- 
iceable. Instead of reversing this process it 
would be more advisable to give manage- 
ment a few diplomatic lessons on the 
meaning and use of the accounting termi- 
nology employed in accountants’ reports to 
management. 

True, individuals in management who 
make it difficult for the accountant to hold 
his ground on this point are in the mi- 
nority. However, they do speak out force- 
fully. The accountant must be prepared 
to deal with the criticism in a firm and 
intelligent manner. That it is reasonable 
for him to do so cam be made clear. Who 
would be bold enough to say to the medi- 
cal profession (or law or engineering), 
“You should do something about the 
terminology you use in order that every- 
body can understand it?” I do not think 
there would be many who would be bold 
enough to try it or would think it sen- 
sible to do so. 

Of course, while we are thinking or 
educating others to understand our termi- 
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nology, we might not be amiss if we also 
endeavored to learn something of the work, 
problems and characteristic language of 
other phases of management, in order to 
talk more intelligently and better our in- 
ternal relationships. Let us make a two 
way proposition of the question of profes- 
sional terminology by being willing to be 
taught as we are anxious to teach others. 
Then we need not be hesitant to express 
our ideas in good accounting terminology. 
We have a good heritage. Let us make 
every endeavor to keep it thus through 
the years that lie ahead. 

DAVID E. LUTZ, Pittsburgh Chapter 


THE CHALLENGE OF 
COMPETITIVE CONDITIONS 


Editor, N.A.C.A. Bulletin: 

MANY OPERATING TRENDS have been ini- 
tiated by external factors such as expansion 
or contraction of markets and by increased 
provement of engineering, production, dis- 
tribution, sales and service, product diversi- 
fication, reduction of the numbers of prod- 
ucts or of the number of models with 
may result. 

Another factor is partial or complete 
subsidiaries. By partial merger is meant 
not necessarily the relinquishment of com- 
pany or product identities but the mutually 
profitable combination of various functions, 
such as purchasing, shipping, sales, service, 
or other phases of operations. This may 
apply also to common use of machinery or 
other facilities which would otherwise stand 
idle for excessive periods. If the merger in- 
volves competitive products, then cost stud- 
ies, records, flow analysis, facility evalua- 
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other factors aid decisions as to best meth- 
ods for continuing or transferring produc- 
tion. 

The trends in individual circumstances 
may be governed by a variety of parameters. 
Some are: 


|. Finances, including rates on borrowed 
capital, operating ratios, and amounts 
of capital available. 

2. Sales forecasts for various products, 
including the analysis of factors gov- 
erning what and why people buy. 

3. Evaluation of areas of markets-local, 
national and foreign. 

4. Evaluation of competitive or poten- 
tially competitive products to include 
such points as engineering, production 
economies, materials, functions, life 
expectancies, alternate methods of 
obtaining functional objectives such 
as electronics, mechanics, electrics, 

neumatics, thermodynamics, hydrau- 
ics, etc., and the possibility of com- 
bining with a product already in pos- 
session of the customer (such as the 
well-known application of a phono- 
graph to play through a radio or tele- 
vision set). 

5. Potential problems related to service 
and stocking of large numbers of re- 
placement parts, particularly where 
models change frequently. 

6. Compatibility of proposed lines. 

7. Types of customers — industrial, do- 
mestic, etc. 

8. Geographics and potential advantages 
of location of supply and demand. 

9. Economic lot sizes and storage facil- 
ities. 

10. Potential profits and time required for 
realization. 

11. Possibility of radical developments in 
the industry which could obsolete 
large amounts of inventory or capital 
equipment. 


Particularly where specialized facilities or 
experience are required, it may be most 
economical to enter a field by having prod- 
ucts made by another concern but with the 
company’s name affixed. 

At all events, the horizon of factors to 
consider in coping with the present indus- 
trial scene is expansive, to say the least. 
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However, with adequate planning, many 
trends can be anticipated and proper analy- 
sis and action taken. 

RICHARD E. SHAFER 


ALLOCATION OF PRODUCT 
DEVELOPMENT COSTS TO 
CLASSES OF BUSINESS 


Editor, N.A.C.A. Bulletin: 

I WANT TO EXPRESS our appreciation to 
your technical service staff for your assist. 
ance in helping us to acquire background 
information on the industrial practices of 
cost distribution of research and develop- 
ment expense. The results of the procedure 
survey certainly indicate a variety of meth- 
ods to be in use. This bears out the experi- 
ence of the writer in frequent discussions 
with N.A.C.A. members generally. Varia- 
tions in practice seem to arise from size of 
company, availability of data, volume of 
expenditures, type and kind of business, 
management policy and tax treatment. 

Our company has undertaken the devel- 
opment of two distinct manufacturing proc- 
esses, one for metals and one for chemicals. 
These underlying processes were exclusively 
licensed from others who had obtained pat- 
ent protection. The processes had never 
been developed beyond the laboratory stage 
when obtained by us. In each case we capi- 
talized the costs incurred in developing them 
to commercial operation and are recovering 
The amortization portion has been accepta- 
ble as an item of cost on government con- 
tracts and in price redetermination proceed- 
ings. 

The costs of our research and engineering 
groups have been collected under the head- 
ing of research and engineering expense 
and classified as a general operating expense 
on the income statement. Our principal 
difficulty has been in distribution of these 
costs in connection with price redetermins 
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tion on fixed price government contracts. 
Our experience in the settlement just con- 
cluded has been that, after a segregation of 
general research costs and then classification 
of the remaining costs by operating divi- 
sions, i.e., metals and chemicals, those ap- 
licable to metals were allowably allocated 
to government production on the basis of 
manufacturing costs. 

This handling may be fair or unfair to 
each party depending on the particular cir- 
cumstances of the case. For instance, new 
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products are essential to the continued life 
of a company. The emphasis of research 
expenditures on metals and chemicals, re- 
spectively, may conform to or vary radically 
from the ratio of production from year to 
year. In my opinion, expenditures for re- 
search on new products and processes should 
be borne by all production. Conversely, 
product and process improvement costs may 
best be allocated to the operations benefited. 
C. W. FAIRBANK, 
Massachusetts North Shore Chapter 
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Notes on Current Reading 


Books 


Handbook of Modern Accounting 
Theory 


Morton Backer, Editor, Prentice-Hall, Inc., 
= Fifth Ave., New York, 1955, 620 pp., 
25. 


The twenty-one authors of as many sections 
of this new volume—which is of the “stop 
and consider” type—take stock of the sub- 
stance and place of accounting. To spot- 
light a few of the contributions through 
their titles, mention may be made of 


“Economics and Accounting” by John T. . 


Wheeler, “The Education and Training of 
Accountants” by Oswald Nielsen, “Fluctu- 
ating Price Levels in Relation to Accounts” 
by Edward B. Wilcox, “Cost and Value 
Concepts” by Lawrence J. Benninger, “Valu- 
ation of Inventories” by S. Paul Garner 
and “Accounting and Management” by 


ene 1947, this work has now been 
expanded to include accounting for hos- 
pitals and for colleges—institutions often 
the concern of municipalities. The final 
chapter treats of cost accounting for muni- 
cipal functions, with attention to “units of 
work” data, especially as related illustra- 
tively to maintenance. Several bibliographies 
provide supplementary information, among 
them meanings of terms specialized to gov- 
ernment accounting. 
Montgomery's Federal Taxes 


Ronald Press, 153 Bast 26th Street, New York 
10, New York, 1954, 35tb Edition, $15.00. 


When a work goes to 35 editions, it per- 
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haps gains some special privileges, among 
them that of effecting a major change. In 
this case the change is to bring together 
in one volume the several of earlier edi- 
tions. The editing of this accepted guide 
to tax matters has been carried on since Col. 
Montgomery's death in 1953 by a group of 
his partners. 


The Government Contract—How to 
Use It Most Effectively in the Public 
Interest 


Machinery and Allied Products Institute, 120 
South LaSalle Street, Chicago 3, Ulinois, No- 
vember 1954, 41 pp., $.50. 


All of this pamplet is of interest to anyone 
desiring to review the problems which com- 
panies face in attempting to operate under 
nificance to industrial accountants are the 
portions which are directed to “Contract 
Cost Principles” (disallowances and accel- 
erated amortization are subtopics) and “Au- 
dit by Government Agencies.” The latter 
carries on to considerations of the part 
played by the General Accounting Office 
in such auditing. 


pee F. McCloskey and Florence N. 

ethen, Editors. The Jobns Hopkins Press, Balti 

more, Maryland, 1954, 409 pp., $7.50. 
A comprehensive, multiple-author work on 
a newly-important subject, the present text 
considers operations research in turn as & 
function and as a method and then, in &@ 
third section of tise book, offers case appli- 
cation material, at least one of which has 
fairly direct relationship to a management 
accounting problem. 
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SELECTED ARTICLES FROM ACCOUNTING PERIODICALS 


THE ACCOUNTING REVIEW, ane 1955 (College of Commerce and Admin- 
— c/o Carson Cox, State University, Columbus 10, Ohio, single 
copy $1.50 


*An Experiment in Staff Training: The Advanced Training Center of the Internal 
Revenue Service, Charles J. Gaa 


*The Funds Statement as an Internal Report to ene, Hector R. Anton 

*Budgetary Accounting Procedures and Accounting for Small Colleges 
and Universities. Robert W. Feyerharm 

The Responsibil | of the Internal ‘Auditor for +4 L. E. Campbell 

The Treatment of "Footnote" Liabilities. James E. Walter 

Applicability of the Realization Principles to Money Claims in Common Dollar 
Accounting. John W. Coughlan 
Merrow Concepts of Internal Auditing and Internal Control. Robert 

. Haun 


THE ARTHUR YOUNG ome papal 1955 (Arthur Young and Company, 
_ 165 Broadway, New York, N: 
The “Whys and Hows" Mf Clerical Work Measurement. Thomas C. Pitney 
Simplified Cost Accounting. Frank J. Petrie 
The Clerical Method of Taking Physical Inventory. William C. Parfitt 


THE SS January 1955 (\ East 42nd Street, New York 17, New York, 
co: 


Simon 
~ > Role When Disaster Strikes. Edwin E. McConnell and William 
'e 
Depreciation Policy Under the 1954 Revenue Code. Paul A. Reck 
ILLINOIS CERTIFIED PUBLIC ACCOUNTANT, December 1954 (208 South La 
Salle Street, Chicago 4, Illinois, single copy $.40) 
*An Introduction to Electronic Accounting. R. Hunt Brown 
Accounting Periods and Methods of Accounting. John F. Cerny 


NEW YORK CERTIFIED PUBLIC ACCOUNTANT, January 1955 (677 Fifth Ave- 
nue, New York 22, New York, single copy $.50) 
The Next Fifty Years. Maurice H. Stans 


SELECTED ARTICLES FROM BUSINESS PERIODICALS 


ADVANCED MANAGEMENT, January 1955 (75 Fifth Avenue, New York 11, New 
York, single copy $.75 to members, $1.00 to nonmembers) 
*Place and Cost of Operations Research in Your Company. Dr. Ellis A. Johnson 
Judging the Effectiveness of Organization. Alvin Brown 


AMERICAN BUSINESS, January 1955 (4660 Ravenwood Avenue, Chicago 40, 
Illinois, single copy $.35 
‘en Ways to Control Office Production. Harry L. — 
New Records System Saves Space, Equipment, and Cash. Albert T. Bryant 
HARVARD BUSINESS REVIEW, any’ mad 1955 (Soldiers Field Station, 
Boston 63, Massachusetts, single copy $1.50) 
Depreciation Under the New Tax Law. Rbert Eisner 
*RE: Depreciation in Investment Decisions. Robert N. 
Economics cf the Digital Computer. we F. Clippinger 
__ Deferred Compensation for Executives. J. K. Lasser and V. Henry Rothschild 


* Furth Further mentioned in accompanying notes on particular articles. 
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The Price-Level Study of the American Accounting Association. Perry Mason 
~ The Logic of Accounts. A. C. Littleton 
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Articles 


An Introduction to Electronic Ac- 
counting 


R. Hunt Brown, Illinois Certified Public Ac- 
countant, December 1954. 


A four-page familiarization article, this pa- 
per is devoted to clarifying the steps in the 
“booking” process when recording of trans- 
actions is feeding of source data to elec- 
tronic equipment and is also devoted to set- 
ting the accountants’ traditional attitudes 
toward records in line with these facts. 


Place and Cost of Operations Re- 
search in Your Company 


Dr. Ellis A. Johnson, Advanced Management, 
January 1955. 


The author asks the questions, Can your 
company use Operations Research? Who 
should be on your “opsearch” team? What 
will it cost? The discussion of these ques- 
tions is offered to help management to un- 
derstand how to fit operations research in 
with traditional management practices. 


The Controller's Role When Disaster 
Strikes. 


Edwin E. McConnell and William H. Parks, 
The Controller, January 1955. 


The practical case in use and occupancy in- 
surance settlement — the considerations in 
highly useful detail without figure detail— 
here presented has as background a tornado 
which, in June 1953, swept through the city 
where the authors’ company is located. Re- 
lationship with the insurance company, 
processing of the claim, determination of 
loss, and preservation of records, are among 
topics considered. 


The Funds Statement as an Internal 


Report to Management 
Hector R. Anton, The Accounting Review, 
January 1955. 


A survey of extent of use (rather than char- 
acter of use) of funds statements is set 
forth in this article, which finds such use 


980 


extensive as a financial planning device, 
tied in or reconciled to special budgets 
(such as cash and capital budgets) and 
sometimes to the operating budget. The 
author concludes that, if the report is so 
availed of, it merits greater research. 


Depreciation in Investment Decisions 
Robert N. Anthony, Harvard Business Review, 
January-February 1955. 


The purpose of this article is to describe a 
technique for estimating the practical im. 
pact of new methods, in connection with 
calculations made when the purchase of a 
new capital asset is being considered. 


Budgetary Accounting Procedures 
and Forms for Small Colleges and 
Universities 


Robert W. Feyerbarm, The Accounting Re- 
view, January 1955. 


On the practical side—particular books of 
accounts, entries, and documents are con- 
sidered (but not illustrated), this paper car- 
ries through to a correlation of budget- 
categories and accounting classifications. It 
also offers, in closing, a five-step budget 
routine in which Step 4 is the Board of 
Trustees’ review of preliminary and final 
budgets in June and October, respectively, 
and Step 5 is that of accumulating results, 


An Experiment in Staff Training: 
The Advanced Training Center of 
the Internal Revenue Service. 


Charles J. Gaa, The Accounting Review, 
January 1955. 


Written by the director of the center, this 
extensive adventure into training of a pr 
fessional group—or “‘selectees” out of @ 
professional group — in an accounting-te 
lated function carries interest elsewhere if 
the accounting field, especially because the 
how, when and why of training of em 
ployed individuals is a problem in aay 
field. 
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For Your Information 


CALENDAR REFORM BEING PRESSED 
ON WORLD-WIDE BASIS 

The year 1955 seems destined to provide 
more interest in Calendar Reform than any 
of the post war years so far. The reason 
for this is the activity and interest on the 
part of the United Nations. 

In 1953 Prime Minister Nehru of India 
publicly stated that today’s calendar, intro- 
duced by Caesar in 45 B.C. and readjusted 
by Pope Gregory in 1582 has defects which 
make it unsatisfactory for universal use. As 
a result of study made by his Calendar 
Reform Committee, the government of In- 
dia-in the Fall of 1953 proposed to the 
United Nations the adoption of “The 
World Calendar.” In July of 1954 the 
Economic and Social Council of the United 
Nations gave unanimous approval to the 
Indian Government's resolution. 

To implement this resolution, Secretary 
General of the United Nations, Dag Ham- 
marskjold, in October, 1954, requested the 
members and nonmembers of the United 
Nations to study the problem and to fur- 
nish their views some time early in 1955, 
preferably before the 15th of March but by 
May, 1955, when the nineteenth session of 
the Economic and Social Council resumes 
consideration. 


Defects Attributed to Present Calendar 


Much dissatisfaction with the present 
Gregorian Calendar has been expressed by 
accountants and businessmen from time to 
time when they have incurred the incon- 
venience and expense of making compen- 
sating adjustments in showing comparisons 
of dissimilar weeks, months and quarters 
containing varying holidays. 

There are three principal defects of the 
present Gregorian Calendar. 
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1. The months, the quarters and the 
half years are of unequal length. The 
month varies from 28 days to 31 days. 
The quarter varies from 80 to 92 days. The 
half year may vary from 181 to 184 days. 


2. The month is not a multiple of the 
week. With the exception of February, 
each month contains 4 weeks plus two 
or three days, which cause the day-names 
and dates to change incessantly in the 
different months. 

3. The calendar is not fixed but 
changes each year. As the ordinary 
year has one day over 52 weeks, the date 
of the month falls each year on a differ- 
ent day of the week from the preceding 
year. 


These defects give months which vary 
from 28 to 31 days with a variation from 
21 working days in February to 25 in 
March, or a difference of 19%. All cal- 
culations of salaries, interest, insurance, 
pensions, leases and rents which are fixed 
on a monthly, quarterly or half-yearly basis 
are inaccurate and do not correspond with 
one twelfth, one quarter or one half of the 
year. It is expensive to make adjustments 
for these variations but, unless adjustments 
are made, monthly comparisons are mis- 
leading. 

An additional source of calendar expense 
was pointed out by Mr. Joseph M. Naab, 
an industrial economist, when he drew at- 
tention to the effect of midweek holidays 
on business and industry. “From my own 
practical experience in the operation of con- 
trolled production I estimate that as much 
as 15 per cent loss may result in a period 
of one year due to starts and stops in the 
even flow of production and distribution.” 
(Of Time and the Calendar, Elizabeth 
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Achelis, 1955. World Calendar Associa- 
tion, 630 Fifth Avenue, N. Y. C., $2.75.) 


Interest Exhibited in Calendar Reform 

Evidence that businessmen are concerned 
about such calendar irregularities was shown 
by the response of 538 members of the Con- 
trollers’ Institute to a Post World War II 
Survey which it conducted for the World 
Calendar Association. 538 members replied 
to this survey and 466 or 86.6% indicated 
that the present calendar created difficulties 
for them. 

This concern of business is further evi- 
denced by the attempts of many companies 
to remedy the situation by adopting for in- 
ternal use such substitutes as the 13 month 
calendar, the 4-4-5 week calendar, the 21 
work day accounting month and other vari- 
ations. None of these calendars, however, 
seems to have stood the test of time or have 
the backing given to the proposed World 
Calendar sponsored by the World Calendar 
Association, Inc., an organization of 25 
years standing. 

Support for the World Calendar has been 
expressed by the American Institute of Ac- 
countants, The Controller's Congress of the 
National Retail Dry Goods Association, the 
Association of Consulting Management En- 
gineers, many Chambers of Commerce and 
other organizations but, perhaps addition- 
ally significant this year, is the support not 
previously present of both the Catholic 
Church and Soviet Russia. 

In its committee report of 1944, when 
consideration was given to both the World 
Calendar and the 13 month calendar, the 
American Institute of Accountants included 
a number of statements which provide fur-- 
ther background to the World Calendar 
movement and description of the Calen- 
dar’s effects: 

“The greatest objection to the present 
calendar is its shifting nature. The present 
civil calendar has been in use in the Eng- 
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years, but man has been using and improv- 
ing his calendar for nearly 9,000 years. 

“Out of more than 500 plans submitted 
to the League of Nations in 1931 only two 
survived for further consideration, The 
World Calendar and the Thirteen Month 
Calendar. The real question is, which split- 
ting of the calendar periods will accomplish 
the maximum benefit with a minimum of 
inconvenience. 

“The proposed World Calendar provides 
some improvement in the equalization in 
months, there being one month of 31 days 
and two months of 30 days, in each of the 
four equal quarters. To accomplish its ob. 
jective it is necessary to change only eight 
days of our present calendar. 

“The Thirteen Month Calendar equalizes 
the months of the year into thirteen equal 
months of 28 days each, but to accomplish 
this objective it is necessary to transfer 94 
days from one month to another. 

“The changes required to convert to the 
World Calendar are so slight that no ap- 
preciable unnatural break in established 
practice and procedure in accounting for 
business and industry would occur. In com- 
parison, the changes required for the thir. 
teen month calendar are far too radical for 
world adoption. In the Federal Govem- 
ment, it is hard to imagine any possible 
substitute for the present quarterly system, 
whereby the Bureau of the Budget requires 
each of the various bureaus and establish- 
ments to apportion its annual appropriation 
over the four quarters of the fiscal year and 
to report periodically the commitments and 
expenditures against the quarterly appor- 
tionments. 

“The committee on the World Calendar 
recommends to the Executive committee that 
the American Institute of Accountants et 
dorse the adoption of the World Calendar 
based upon the following summary of com 
clusions. 
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1. The days of each year are the same 
and fixed in perpetuity, the first day of 
each year beginning on Sunday and the 
last day ending on Saturday. 


3. Calendar quarters and half years are 
retained, each having an equal number of 
days and each beginning on Sunday and 
ending on Saturday; the months being 
grouped uniformly in each quarter. 

4. Each quarter contains a uniform thir- 
teen weeks. 

5. Present dates are retained without ma- 
terial change. 

6. It may be adopted with a minimum of 
disturbance to existing practices of account- 
ing and contracts of business, finance and 
government. 

7. It will not increase the costs of ac- 
should tend to reduce such costs. 

8. Results of the transactions of business 
as reflected and reported through account- 
ing, will be improved through uniform and 
consistent interim years and yearly calendar 
business cycles.” 
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Today, only the World Calendar is be- 
fore the United Nations. It is being ac- 
tively promoted by the World Calendar 
Organization which has a wealth of his- 
torical background material available to 
those who wish to study the subject. Much 
of it is contained in the book “Of Time and 
the Calendar” previously referred to. 


Why Proponents Seek Action Now 

The advocates of the change advance a 
special reason for early action. The change 
from the present Gregorian Calendar to 
the World Calendar can most easily be 
made when New Year's day in both cal- 
endars falls on Sunday, as it does in 1956 
and again in 1961. The United States Gov- 
ernment has not as yet taken any stand on 
calendar reform but, in line with Mr. Ham- 
marskjold’s request of October 1954 to 
members of the United Nations, an op- 
portunity is presented to do so. Whether 
or not the United States Government con- 
siders this matter of sufficient importance to 
study this year may depend (as many ques- 
tions of public policy naturally do) on the 
interest expressed in the subject by those 
who stand to benefit from it. 
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